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THE U.S. MARKET SECURITY ACT 
OF 1997— S. 1316 



WEDNESDAY, NOVEMBER 6, 1997 

U.S. Senate, 
Committee on Banking, Housing, and Urban Affairs, 

Subcommittee on Financial Institutions and 

Regulatory Relief, 

Washington, DC. 

The Subcommittee met at 9:40 a.m., in room SD-538 of the Dirk- 
sen Senate Office Building, Senator Lauch Faircloth (Chairman of 
the Subcommittee) presiding. 

OPENING STATEMENT OF SENATOR LAUCH FAIRCLOTH 

Senator Faircloth. The hearing will come to order. 

Last week, Jiang Zemin rang the opening bell at the New York 
Stock Exchange. Well, today, we are sounding the alarm on China's 
activities in the U.S. financial markets. 

Over the last several years, China, and companies connected to 
the government, have been quietly gaining a greater presence in 
our markets. 

Our witnesses today will tell us that China and related compa- 
nies have issued nearly $7 billion in bonds in the United States in 
the past decade. In addition, there are currently 17 Chinese compa- 
nies listed on the New York Stock Exchange. I am also told that 
as China begins to, what it calls, ''privatize, as many as 350 com- 
panies a year may seek financing in our securities markets during 
the coming decade. 

All of tms is of great concern to me for two reasons. First, some 
of these companies, like the Chinese International Trust and In- 
vestment Corporation, have close connections to the Chinese Army. 
They have invested $800 million in dollar-denominated bonds over 
the past few years. Their bonds have been underwritten by msgor 
U.S. firms, like Goldman, Sachs. 

My chief concern is that U.S. investors could unknowingly be fi- 
nancing the Chinese Army. I have to ask, do we really want our 
mutual fiinds and pension fimds investing in building the military 
capability of the Chinese Army? 

Further, what other Chinese companies have connections to the 
government? What is the true nature of their business? This is 
something that American investors should know — ^are these really 
independent companies or are they being controlled by the Chinese 
government? 

My second concern is the great potential for fraud in many of 
these security activities. Our witnesses today will discuss the artifi- 
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cial markets — ^and they are artificial markets — ^that are being made 
for these securities that are then passed on to U.S. fund managers 
at prices that do not reflect reality. Ac^ain, imknowingly, small in- 
vestors and retirees could find themselves at the losing end of the 
soncalled Asian boom market. 

One answer to these problems is greater disclosure to the Amer- 
ican public about what is really happening. For this reason, I intro- 
ducea S. 1315, a bill to create an Omce of National Security at the 
SEC to report to Congress on activities involving foreign govern- 
ments and related companies in our securities markets. 

All of this is what we intend to look into today. 

I want to thank our witnesses for being here today. I especially 
want to thank Congressman Solomon for joining us. I want to espe- 
cially, Congressman Solomon, thank you for the support you have 
given us in this cause. 

It's an honor for us to have the distinguished Chairman of the 
House Rules Committee here with us today, and we would be de- 
lighted to hear whatever you have to say. Take whatever time you 
need. 

OPENING STATEMENT OF GERALD B JL SOLOMON 

A U.S. REPRESENTATIVE IN CONGRESS 

FROM THE STATE OF NEW YORK 

Mr. Solomon. Mr. Chairman, first, let me thank you for extend- 
ing me the privilege of testifying here before you on your panel. Let 
me assure you that the Chairman of the Rules Committee of the 
House alwavs looks favorably upon your legislation, sir. 

Senator Faircloth. Thank you. 

Mr. Solomon. And I will continue to do so because you think a 
lot like I do, especially on this legislation before us today. 

As you know, the subject relates to a most important matter of 
our economic and national security. Both of those issues are the is- 
sues that drive our country— a good, solid economy for the welfare 
of our people and, of course, the national security to protect the 
strategic interests of America anywhere in the world. 

I would also commend you, Mr. Chairman, for your prudence in 
really leading the way and introducing this piece of legislation, the 
^.S. Market Security Act,^ in the Senate last week. It is a very 
forward-thinking measure and it is certainly comforting to me to 
join in support of such a respected and influential Member of Con- 
gress as yourself, sir. That's why I'm so proud to have sponsored 
the companion legislation, H.R. 2772, in the other body and to be 
here toaay to speak to ito significance as we enter into the next 
century. The next century is truly a key phrase in this debate. 

First and foremost, Mr. Chairman, let me just say that this le^s- 
lation is in no way in response to, or in anticipation of, any specific 
market trends. Let me be clear. I am in no way trying to predict 
or interfere with the tremendous firee market system which we 
have prospered under throughout the history of mis great Nation 
of ours. 

Before coming to Congress 20 years affo, I was a partner in an 
investment firm. We were charged with the awesome responsibility 
of investing the life savings of our cliente. Back in those days, we 
dealt primarily with a national economy. It was pretty easy then. 
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Today, it's hard to separate the national and the global economies 
and the investments that support them. 

That being said, I'm here to try to preserve and to enhance the 
safeguards we have in place that make our free market trading 
system the envy of the world. And we are the envy of the world, 
Mr. Chairman, as you know. What I mean is, I'm most concerned 
about protecting the access the investors have to the most accurate, 
the most fair and sound information pertaining to stock listings so 
that the investors can make educated, informed choices. Again, 
with this emerging global economy, that's not easy. That is what 
makes our system of trading on Wall Street and elsewhere in the 
free market so successful right now — ^the sanctity of the rights of 
the investor to know and to be able to trust the information that 
is given to them. As we enter a new century and a new age of more 
global competition and globally-linked markets, it is imperative 
that we preserve those traits that have made American markets 
and the successes of the American investor second to none in the 
world. That's the way it should be. People work all of their lives 
to save a few dollars, and that's their retirement income. By golly, 
you and I and this Congress have to do everything we can to make 
sure that those investments are protected for them. 

Mr. Chairman, in large part, the reason our markets and our in- 
vestors have remained so competitive and so open is because of the 
veoman's work of the Securities and Exchange Commission. We 
have to pat them on the back because, by and large, they do a good 
job. They are charged with a tremendous task of making sure that 
our markets and, most importantly, our investors, which include a 
growing population of middle- and working-class Americans whose 
retirement and pension funds are dependent on its success, are 
protected. That means making sure that they are not manipulated 
through insider trading, questionable accoxmting methods, and a 
whole host of other mischievous activities. We're beginning to see 
things like this, especially in the global economy, with the overseas 
corporations. 

As a matter of fact, in many circles in the Federal Government, 
the SEC is often identified as the Marines of the civilian side of 
the Executive Branch. That's because, like the Marine Corps, they 
are lean, of single mind and purpose, and committed to getting the 
job done no matter who they take on, even if it's Wall Street giants 
like Boesky or Milken. I say that because I am a former Marine, 
Mr. Chairman. I did some time down in North Carolina in Camp 
Liejeune in your neck of the woods. 

That's why the bill that I have introduced, along with you, Mr. 
Chairman, would place a sentry on guard within the SEC devoted 
to watching and analyzing foreign stock listings that may be traded 
on our markets to make sure that they comply with our highest 
standards in law. I go back to the accounting procedures and all 
the other things that the American people put their trust in when 
they are making these investments. That goes for stocks anywhere 
in the world. 

Now, why is this necessary? Well, it is both responsive to current 
trends and forward-looking to the age where economic warfare may 
well supersede more traditional forms of warfare. With the emer- 
gence of the new global economy creating megamergers all over the 
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world — ^which is almost impossible to comprehend, especially by the 
average investor— involving many foreign conglomerates, some of 
which are reported to involve international Mafia connections and 
drug cartel monies, this Office of National Security within the SEC 
is, Mr. Chairman, as you have stated, an absolute must. 

In other words, we need a special watchdog agency specifically 
committed to making sure no entity can engineer fluctuations that 
could bring markets up or down at the whim. Just look at the re- 
percussions we saw last week after a period of downswings in the 
Asian markets. Heaven forbid we were somehow more intimately 
tied to those markets than we were. 

How might we be someday, you ask? Well, one foreseeable exam- 
ple would be the trading of People's Republic of China-owned com- 
panies on the stock exchange. This is very, very important, Mr. 
Chairman. The communist government in China is in the midst of 
offering, as you know, a whole string of their controlled businesses 
on the Hong Kong markets with the intent of listing them on the 
New York Stock Exchange and other American exchanges. China 
Telecom is just the most recent to go up on the trading board. 

What's most disconcerting about that is the Communist Chinese 
ongoing commitment to Marxist/Leninism and a command econ- 
omv. Again, I repeat the words command economy because the Peo- 
ple s Republic or China government commands that economy. It is 
totally controlled by the government, unlike other free democratic 
societies. 

We all know that their economy is policy-driven and despite over- 
tures from the PRC, including from President Jiang, the fact still 
remains that they are committed to an economic policy that is con- 
trolled by the government. 

Don't just take my word for it. We need only to look again at the 
creed of the Chinese Communist Party and a whole host of recent 
press stories surrounding the Chinese government's involvement 
and the association of investors like Li Ka-shing with these so- 
called "red chip" offerings. 

A Bloomberg wire story from a few weeks ago says it all. It de- 
scribes Minister Wu Jichuan's statement that the PRC would ease 
accounting rules to boost economic profits. 

Do you know what that means? Do you know what would happen 
if we did that in this country? That would be fraud. It would be 
illegal. It would be against the law. That is just cynical, manipula- 
tive, and direct evidence of fraud. I think this country has to be 
venr, very careful about that. 

The highest priority of American securities law is to provide ac- 
curate information to the American investor, and the PRC's actions 
flout that objective. They effectively demonstrate the sort of con- 
cerns that should raise an alarm with all of us in Congress and 
drive home the need for an overseeing authority to examine the 
prospects of having the fate of American capital and investors tied 
to communist government-controlled command stocks. 

That, in a nutshell, is the motivation for this bill. Again, I just 
have to commend you from the bottom of my heart for taking this 
initiative. It is about safeguarding the hopes and dreams of Ameri- 
cans whose pension fundfs and financial security depend on the 
sanctity of our free market system. We need to make doubly sure 
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that a cloud of uncertainty and manipulation never hangs over 
their future prosperity or that of our economy. 

Giving the SEC the authority and the resources to stand guard 
against such encroachments and attacks, Mr. Chairman, is what 
your bill is all about. 

I appreciate the opportunity to air these concerns before all of 
you today. I hope that this panel of distinguished Senators will see 
the wisdom in building in this necessary shield for our invaluable 
market funds and economic principles against those who may seek 
to infiltrate and even destroy them. The witnesses, Mr. Chairman, 
that will follow me will speak in much greater detail to the testi- 
mony which I have just given. 

Again, I just want to assure you that if, in the infinite wisdom 
of this Subcommittee, of your Committee, and the U.S. Senate, if 
you see fit to send this bill over to the House, I will guarantee you, 
sir, the Chairman of the Rules Committee will see that it reaches 
the floor of the House and becomes law. 

Thank you. 

Senator Faircloth. Thank you, Congressman. I thank you for 
your testimony and your wisdom. I reafize you have to be leaving 
quickly, but let me ask you a question. 

Has the Securities and Exchange Commission given you any in- 
dication yet of what action it intends to take on the letter you sent 
to Chairman Levitt? 

Mr. Solomon. We received an acknowledgment, but thev are still 
looking at that letter. They are looking at the issue and, hopefully, 
they will take it seriously, which I assume they will. 

Again, they normally do a good job. But it's a very serious mat- 
ter, with more and more of these so-called red chips being offered 
on the market. Certainly, the American people are susceptible to 
those investments. We need to get on this immediately. 

Senator Faircloth. I understand the House is going to take up 
a number of China-related bills. Would you have a minute just to 
briefly run through what they might be? 

Mr. Solomon. Yes, sir. In my opinion, Mr. Chairman, not much 
has changed in the People's Republic of China. Everything is now 
worse. There remains deplorable human rights, as you and I know, 
religious persecution, and the huge military build-up, which you're 
going to hear about from other witnesses here today — ^the only 
country in the world that is increasing by leaps and bounds their 
military capabilities by as much as 15 percent per year, almost 
having increased 50 percent in just the last few years. 

You have to ask yourself, why? Why are they developing a sea- 
going Navy? What are their interests? Are they selUng missiles to 
unstable countries, allowing Third World despots like Iran to ob- 
tain nuclear technology, not to mention trade discrimination? 

Certainly, your State deals with a lot of textiles. I know up in 
my neck of the woods, we used to manufacture most of the shirts 
made in America. 

Today, 9,000 people are out of work because we've lost those jobs 
and we've lost them primarily to unfair trading practices in a place 
called the People's Republic of China. 

More serious than that, Mr. Chairman, is the fact that even in 
just recent months, China has sold Iran land-based missiles that 
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threaten our Asian allies and Americans as well. If theVre selling 
these things to Iran or Iraq and we have to go into the Persian 
Gulf again, what's going to protect our soldiers and our sailors over 
there? 

Even worse, they are selling chemical and biological factories, 
ready-made factories, that can produce poisonous gases that could 
be used against our troops if— heaven forbid — ^again, we, as the 
world power, have to go in and rescue some country like Kuwait. 

These are all very, very serious issues. 

The legislation we have on the floor is a series of nine bills that 
deal with all of these issues I've just mentioned. 

Senator Faircloth. Briefly, I'm interested in the view of the 
House, what do you think of the recent accord the President signed 
allowing nuclear technology to be transferred to China? Is this of 
concern to the House? 

Mr. Solomon. It's of great concern. One of the bills that will be 
on the floor today will deal with that subject. 

Ronald Reagan used to say, "Trust but verify." We've verified and 
we've verified that the promises of the People's Republic of China 
really don't mean much. There's no question in my mind that they 
are not going to live up to this. 

We're going to do everything we can to try to thwart the transfer 
of this nuclear technology because we know where it's going to end 
up. We need to have demonstrated proof before we go ahead with 
something as serious as this. 

Senator Faircloth. I see yoiu* time is about up, but let me ask 
you one more quick question. 

In yoiu* testimony, you mentioned China Telecom; I believe it 
was one of the companies mentioned that is listed on the exchange. 

Is there any conceivable way that you could verify the auditing 
of China Telecom to see whether it was accurate? How would you 
assess a profit when it's totally controlled by the Chinese govern- 
ment and they decided if it was to make any profit? 

How do you equate a totally controlled company with a totally 
firee market? 

Mr. Solomon. Senator, let me read you a couple of paragraphs 
fiiom Tfte WcUl Street Journal. This one was Tuesday, November 4. 
It states: 

This is a policy-driven maricet, not a true nuurket like you have in the West/ said 
one stock investor at a Shanghai brokerage house last week. 

The policies include compelling employees to buy their companies' shares and giv- 
ing preferential treatment in listing on China's two stodc exchanges to firms that 
buy tailed state companies. 

It goes on to say: 

Dozens of office towers stand empty along a series of construction sites. 

That sort of excess contributed to the nnancial crisis now sweeping Asia finom 
South Korea to Singapore* yet China shows litUe sign of learning mm the region's 
sdiool of hard kiu)cks. 

It seems they're just blithely unaware that there is a m^jor risk in the country/ 
says Peter Chimhouse* a Morgan Stanley, Dean Witter, Discover & Co. Manajnng 
Director who reoentlv talked to Chinese omdals about the economic hazards. They 
told hun that even if real estate prices fiedl by half, it may take years to fiU all the 
empty buildings. 

(xmiplacency permeates China, ^R^iere officials shrug off nonperforming loans, in- 
flated asset values, and industrial overcapacity--all problems similar to those that 
recently brou^t other Asian economies to their knees. 
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With an estiiiiated $200 billion in accumulated nonperfonnin^ loans— five times 
the equitjr capital of all Chinese banks— China's bankin^^ Bystem is essentially insd- 
vent At least 50 percent of China's state-owned compames are in the red. . . . 

This is what is going to be put on the stock markets that we 
Americans are going to be asked to invest without having any true 
accounting procedures that we can even verify? 

Senator Faircloth. You will never have any verification. 

Mr. Solomon. No, sir. 

Senator Faircloth. Thank you so much. Congressman. Thank 
you for being here. 

Mr. Solomon. Senator Faircloth, thank you. I'm sorry to take up 
so much of yoiur time. I wish I could stay to hear these other good 
witnesses. 

Senator Faircloth. I wish you could, too. I wish you had more 
time with us. 

Mr. Solomon. Thank you, sir. Thank you. 

Senator Faircloth. We are delighted to welcome oiur next wit- 
nesses today, and we thank them for coming. 

Mr. Itoger Robinson, a former staff member with the National 
Security Council during the Reagan Administration; Mr. Randolph 
Montana Quon, a former investment banker himself and now a Fel- 
low with The Potomac Foundation, and someone who has done a 
^-eat deal of research in this area for the Free Congress Foimda- 
tion; and Mr. Richard Fisher, an Asian expert with The Heritage 
Foimdation. 

We will begin with Mr. Robinson. 

OPENING STATEMENT OF ROGER W. ROBINSON, JR. 

PRESIDENT AND CEO OF RWR, INC. 

AND FORMER SENIOR DIRECTOR OF INTERNATIONAL 

ECONOMIC AFFAIRS AT THE NATIONAL SECURITY COUNCIL 

Mr. Robinson. Mr. Chairman, thank you. It's a priviles^e to ap- 
pear before the Subcommittee todav on an issue that wul, in my 
view, represent one of oiu* principal national security concerns for 
the balance of this decade and the 21st century. The high-velocity, 
arcane world of global finance, specifically with regard to the pri- 
vate equity and dfebt markets, has never before, in peacetime, come 
into serious focus from a national security persp^ive. The ever- 
more sophisticated, complex venues in which foreign governments — 
Particularly those considered emerging markets such as China and 
lussia — and related enterprises fund themselves and their global 
activities have resulted in a growth industry for potentially debili- 
tating new challenges to our Nation's vital security interests. Mr. 
Chairman, the passage of your bill, S. 1315, now sponsored in the 
House by Representative Solomon, would prove of historic signifi- 
cance in helping Congress and the U.S. security community curtail 
the both ironic and dangerous phenomenon of the American people 
unwittingly helping to finance the activities of foreign governments 
and entities which contravene their fundajnental security interests 
and belief systems. 

Mr. Chairman, I come to this opportunity to testify today with 
more than 20 years of experience examining the national security 
dimensions of East-West financial flows. Over the past dozen years, 
I have been President and CEO of RWR, Inc., a small Washington- 
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based consulting firm. Prior to forming the firm in September 1985, 
I served as Senior Director of International Economic Affairs at the 
Reagan National Security Council. Before coming to government, I 
was a Vice President in the International Department of the Chase 
Manhattan Bank with responsibilities for the bank's loan portfolio 
in the Soviet Union, Eastern Europe, and Yugoslavia. 

In my written testimony, which I would like to submit for the 
record of this hearing, along with two items referenced in those 
prepared remarks, I briefly review the following: The evolving bor- 
rowing activities of the former Soviet Union on Western markets; 
the important financial and political benefits gained by foreign gov- 
ernments through participation in our debt and equity markets; 
the reasons why the American people's concern over certain foreign 
government entities will increase significantly; the growing pres- 
ence of Russia and China in these markets; and coordinated actions 
which could be taken by Congress, the Executive Branch, and pri- 
vate U.S. market participants to help address the formidable na- 
tional security risks attendant to global bad actors entering our 
markets, while avoiding capital controls and other potential disrup- 
tions to the free flow of capital into and out of the United States. 

In the shortness of time, I would like to refer you to my prepared 
testimony for background on the increasingly sophisticated ways in 
which the former Soviet Union diverted billions of dollars annually 
in borrowed Western funds, primarily from commercial banks, led 
by the German banks, to finance activities harmful to our security 
interests. 

I would also suggest that the evolution of these Soviet funding 
activities over a 15-year period is quite instructive concerning the 
challenge we face today n-om certain Russian, Chinese, and other 
so-called emerging market borrowers and equity issuers. 

Without doubt, the most coveted fundinyg mechanism from the 
Kremlin's point of view prior to the collapse of the Soviet Union 
was to gain access to the American bond market, thus ending its 
sole reliance on Western governments and banks. 

Some additional advantages to this access are covered in my pre- 
pared testimony. 

It should be pointed out, however, that the construction by these 
foreign governments of politically-powerful new constituencies in 
the United States, with vested financial interests in ensuring that 
the borrowing nation is not subject to future economic sanctions or 
other forms of international isolation and penalties, needs to be 
carefully examined. 

The epilogue of the Soviet period is clear. Our government and 
migor commercial banks recently participated in the multilateral 
25-year reschediding of some $100 billion in defaulted Soviet debt 
owed to Western governments and banks. This should remind the 
Committee of those in Western governments and markets who dis- 
missed years of warnings that Moscow's creditworthiness was in 
serious doubt and, indeed, unsustainable. 

In answer to the question ""Why should average Americans care?" 
it is worth recalling that American taxpayers lost to so-called re- 
schedulings billions of dollars in government-guaranteed agricul- 
tural credits to both the U.S.S.R and Iraq. In addition, there is 
some lingering irritation among the American people over the bail- 
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out of Mexico during its peso crisis. Concerns over the U.S. tax- 
payer dimension of the bail-outs or, to put it more politely, rescue 
plans under way in Southeast Asia via U.S. official credits and con- 
tributions to IMP emergency loans are in the news todav. For these 
and other reasons, average American investors, of which there are, 
Fm told, 125 million now, are paying more attention to where their 
dollars are going and how they are being used by foreign govern- 
ment borrowers. 

As reviewed in my written testimony, it is possible that the fol- 
lowing groups will now pay greater attention to this issue area in 
the period ahead — organized labor, human rights organizations, re- 
ligious activists, the pro-democracy advocates, the antiproliferation 
community, and those groups established to defend the interests of 
American taxpayers. 

As you witnessed last week, Mr. Chairman, the stakes in the cur- 
rent Gazprom bond/Ex-Im Bank drama are particularly high. As 
you know. Banking Committee Chairman Alfonse D'Amato made 
the key point at the outset of the hearings that it was the Clinton 
Administration — ^in the person of former Under Secretary of State 
for Policy, Peter Tamoff— which supplied the following smalysis to 
the same Committee in November 1995: 

A straight line links Iran's oil income and its ability to sponsor terrorism, build 
weapons of mass destruction, and acquire sophisticated armaments. Any govern- 
ment or private company that helps Iran to expand its oil must accept that it is 
contributing to this menace. 

Clearly, Mr. Chairman, financing, among other forms of ''help,^ 
is alluded to in this statement. 

The Iranian Shahad-4 missile, with a range of 1,250 miles — 
giving it the capability to strike Tel Aviv and Western Europe — 
could reportedly come on line in as little as 18 months. That's all 
that need be said at this time. 

In my prepared testimony, I cite the ominous backdrop against 
which this drama is playing out — ^notably, a dangerously bolstered 
Russian-Iranian strategic partnership. 

Although it remains unclear at this writing and this hearing if 
the extraordinary statements made by Senators on both sides of 
the aisle during the October 30 Senate Banking Committee hear- 
ings will translate into significant diminution of U.S. commercial 
bsmk disbursements to Gazprom suppliers under the $750 million 
Ex-Im Bank loan guarantee program or the company's billion- 
dollar bond offering, one thing is clear: Congress increasingly recog- 
nizes the serious national security dimensions attendant to certain 
Russian, Chinese, and other foreign bond offerings and equity is- 
sues on U.S. capital markets. 

With the Asian "miracle" at least temporarily in disrepair, the 
public would be well served by a close examination of the scope of 
involvement of the Chinese government-related enterprises in our 
markets. Chinese government-controlled enterprises have issued 
roughly 80 bonds on global markets since 1988, nearly 40 of which 
were denominated in U.S. dollars. The greater portion of these 
dollar-denominated bonds were floated on the U.S. bond market, 
although I only have statistics until year-end 1996. Japan is the 
other G-7 nation with substantial Chinese paper in its markets. 
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According to those year-end 1996 statistics, China has issued 
about $6.75 billion in dollar-denominated bonds, the bulk of this 
amoimt in the U.S. market. Although there are over a dozen dif- 
ferent Chinese state borrowers involved in our bond market, it is 
interesting to note that just three borrowers — the government of 
the People's Republic of China, borrowing under its own name, 
China International Trust and Investment Corporation (CmC), 
and the Bank of China— make up approximately 65 to 70 percent 
of this total, some $4.4 billion. Specifically, the PRC has an esti- 
mated $2.7 billion in dollar-denominated bonds outstanding, while 
CITIC has about $800 million and the Bank of China an estimated 
$850 million. 

At least one or two of these Chinese government-controlled bor- 
rowers on the American bond market have backgrounds which 
raise legitimate national security questions. Take, for example, the 
larae Chinese red chip which Congressman Solomon referred to, 
CITIC, with some $23 billion in total assets. This important finan- 
cial and industrial conglomerate is chaired by Wang Jim, the con- 
troversial arms dealer who met with President Clinton at a coffee 
klatch on February 6, 1996. Wang Jun is also Chairman of Poly 
Technologies, a large company reportedly dealing in arms sales, 
among omer activities. Poly Technologies was allegedly involved in 
the scheme to smuggle some 2,000 AK-47 assault rifles to West 
Coast street gangs and planned future lethal arms sales, including 
shoulder-launched surface-to-air missiles. Fortunately, the FBI in- 
terdicted this first shipment. 

When U.S. media attention focused on Wang Jun's session with 
the President, Mr. Clinton termed the meeting "clearly inappropri- 
ate.'' Indeed, today Wang Jun reportedly cannot obtain a visa to 
visit this country. Given these circumstances, it seems fair to ask 
some questions. 

If it is "clearly inappropriate'' for the President to have met with 
Wang Jun and he is denied entry into the United States, is it ap- 
propriate that the company he heads has issued some $800 million 
in bonds in our markets? 

What do CmC prospectuses cite with regard to the company's 
association with Poly Technologies, a reportedly 50-percent-owned 
subsidiary of CITIC until 1985? Is the fact mentioned that CITIC's 
chairman also is chairman of this military-related company? Does 
not CITIC reportedly still own a piece of Poly Technologies through 
an intermediary company, a kind of cut-out company called Con- 
tinental Mariner? 

It has likewise been reported that U.S. intelligence sources be- 
lieve that CITIC actually reports to the General Staff Department 
of China's Military Commission, not the State Council, as adver- 
tised. Is this suspicion reflected in publicly available materials for 
prospective U.S. investors? 

Mr. Chairman, in my written remarks, I also make mention of 
the approximately $850 million in dollar-denominated bonds offer- 
ings oy the Bank of China, which served as the banking inter- 
mediary to Charlie Trie, who is being investigated for campaign 
finance abuses and, reportedly, espionage, as well as some $2.7 bil- 
lion in bonds issued by the reople's Republic of China in its own 
name. 
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Hopefully, in this latter case, a portion of these funds did not 
find their way to help fiind the new DF-31 mobile ICBM, the new 
JL~2 submarine-launched ICBM, or the other sophisticated, world- 
class military systems which will be targeted at the United States 
and our assets overseas. I believe this subject will be covered more 
fiilly by Richard Fisher of Heritage. 

Tlie purpose here is not to cast aspersions on all Chinese bor- 
rowers or fiind-raisers in our markets, or to propose the suspension 
of any borrowers or equity issuers on the basis of what we know 
today. It is rather to sifirm, Mr. Chairman, that greater security- 
related disclosure and screening is urgently required if we are to 
build a more cooperative and a sustainable bilateral relationship 
with China. 

We shouldn't kid ourselves at these hearings. Most U.S. market 
players view the notion of achieving enhanced national security- 
related surveillance of these markets as being anti-free market and 
doomed to fail. Some imderstand, however, that it is not a matter 
of if but when a major geopolitical incident occurs which will focus 
the wrong kind of public attention on U.S. corporate suppliers and 
funders involved with such a foreign client. For example, when a 
weapon of mass destruction is fired on a ballistic missile in anger, 
it is easy to imagine the intensity of the recriminations that would 
be directed at those who may be seen to have helped make that 
heinous act possible. 

In the case of such a tragedy, with possibly tens of thousands of 
casualties, will U.S. investment banks and others want to face the 
onslaught of potential congressional and media attention alone? Al- 
ternatively, would such U.S. firms prefer pointing to a good faith 
partnership with appropriate Executive Branch agencies and con- 
gressional committees? Perhaps these same U.S. Government agen- 
cies and committees could endorse the internal efforts made by 
these firms originally to ''snakecheck," so to speak, the foreign bor- 
rower or equity issuer who later committed, or was implicated in, 
a global crime. With approximately 20 countries, according to the 
CIA, currently expected to acquire weapons of mass destruction 
and ballistic missile delivery systems by the turn of the century, 
this scenario is not far-fetched. 

Even if this chilly prospect seems remote to some on Wall Street, 
consider some of the new, unsavory cadre of potential U.S. invest- 
ment bank ''customers" which could end up being legitimatized 
through access to oiu* capital markets and most prestigious firms, 
not to mention the immense financial and political benefits of the 
same — ^proliferators, terrorist-sponsoring nations and groups, na- 
tional military establishments, intelligence as well as technology 
theft front companies, organized crime syndicates, drug cartels, 
arms smugglers, and money launderers. And that's not even a com- 
plete list. 

Should investment banks and other capital market participants 
wish to tackle this admittedly complicated and complex problem in- 
ternally, acknowledging that no perfect system can be constructed^ 
it would certainly go a long way toward advancing this country's 
security interests. 
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I have included some thoughts on this subject in my written tes- 
timony. I would say, however, that this kind of additional security- 
related due diligence is now warranted. 

In conclusion, Mr. Chairman, I believe we all want to see China, 
Russia, and other emerging market participants make steady gains 
in the direction of free markets, democratic institution-building, 
human rights, religious freedom, and a civilized, benign foreign pol- 
icy. There are certainly genuine merits to most of the openings 
created by the U.S. and global business communities in these coim- 
tries, particularly the devolving of authority away from the state 
and toward the entrepreneurial individual. Nevertheless, we are 
not going to achieve these common goals and successfully bring 
China, Russia, and others into Western political institutions and fi- 
nancial and trading systems in the absence of adequate discipline, 
transparency, and conditionality with regard to U.S. financing of 
prospective adversaries or those who would aid and abet them. 
Such discipline and transparency are clearly inadequate today. 

I am confident that you and most of your Senate colleagues on 
the Banking Committee have already chosen, in hopeftiUy rare cir- 
cumstances, which set of considerations must ultimately prevail. 
The U.S. Market Securitv Act is an indispensable first step in put- 
ting into place a sensible monitoring or screening process which 
seeks to protect, in a nondisruptive, prudent fashion, the national 
security interests of the United States against an increasingly so- 

f)histicated array of global bad actors. As called for in this historic 
egislation, our allies, catalyzed by G-7 action under U.S. leader- 
ship, should also proceed with formulating similar market surveil- 
lance mechanisms as the affected security concerns are, more often 
than not, common ones. The mere creation of an Office of National 
Security at the SEC would send an important signal to would-be 
or actual bad actors seeking funding from the American people. 
Without any proposed capital controls or any explicit enforcement 
measures, the U.S. Market Security Act of 1997 contains a clear 
message: The relevant Committees of Congress — ^including Bank- 
ing, Foreign Relations, and Intelligence — ^are now watching, even if 
most in the Executive Branch and the markets remain perilously 
dismissive of this complicated 21st century security challenge for 
this country and our allies. 

Regrettably, the prospect of potentially devastating consequences 
stemming from largely unchecked foreign access to our markets 
will only expand from here, barring the passage of S. 1315 or a 
similar bill which institutes security-minded disclosure and trans- 
parency to inform and benefit U.S. investors, particularly those not 
on Wall Street. Fortunately, leadership is coming from Congress on 
this family of financial security issues, which includes your own, 
Mr. Chairman, as well as that from Senators D'Amato, Brownback, 
McConnell, Senator Mack, who introduced S. 1083 on July 29, 
1997, Senators Kyi, Bennett, and Dodd. In the House, I'm pleased 
to see Representative Solomon is taking the lead in support of 
these new reporting requirements. 

Should we fail to step up to this new national security monitor- 
ing effort at the Federal level on a balanced, carefully-crafted basis, 
there is little doubt in my mind that it will be taken on at the 
State and municipal levels in a blunter manner which would likely 
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prove more chillii^ to our highly successful capital markets. Make 
no mistake, Mr. Chairman, this public policy concern has poten- 
tially powerful grass roots elements. Once informed, the American 
people will not sign on to foreign government-related debt and eq- 
uity issues of just any stripe or be successfully wooed by those who 
view passive introduction of some of this Nation's foremost security 
concerns into the already-existing disclosure requirements of our 
capital markets as extraneous and unwanted intervention. 

Thank you, Mr. Chairman. 

Senator Faircloth. Thank you, Mr. Robinson. 

Mr. Quon, we will hear from you next. 

OPENING STATEMENT OF RANDOLPH MONTANA QUON 

FELLOW OF THE POTOMAC FOUNDATION 

AND FORMER INVESTMENT BANKING ADVISER TO THE 

PEOPLE'S BANK OF CHINA IN BEIJING 

Mr. QuON. Thank you, Mr. Chairman. I appreciate very much 
the opportunity to present my views on the threats to U.S. inter- 
ests posed by Chinese state entities in U.S. capital markets. 

My name is Randolph Montana Quon. I am a Fellow at The Poto- 
mac Foundation in McLean, Virginia, doing research on economic 
security issues with Dr. Norman Bailey, who was formerly Eco- 
nomic Adviser to President Reagan at the National Security Coun- 
cil. For the past 20 years, I have been an investment banker and 
fund manager in London, Geneva, Moscow, and Hong Kong. I have 
served as an adviser to the People's Bank of China, Beijin^s equiv- 
alent of our Federal Reserve. This work has enabled me to be a 
player, in a small way, in the global banking market, and has 
given me a perspective on what is happening out there with securi- 
ties and bonds. 

Mr. Chairman, let me begin my testimony with a developing news 
story. A week before the meltdown of the Hong Kong stock market 
on October 23, two Members of the U.S. Congress asked for an in- 
vestigation of Chinese billionaire Li Ka-shing by the U.S. Securities 
and Exchange Commission, the SEC, with respect to his alleged in- 
volvement with market manipulation of China-backed shares in 
New York. Newspapers in Hong KDng and Taiwan all ran stories, 
some of them on the front page, on Mr. Li's sudden SEC problems. 

This prompted a sharp decline in the share prices of the four Li 
companies on the Hong Kong Stock Exchange. At its lowest point 
on October 16, the market capitalization of the four companies 
linked to Li Ka-shing lost close to $2.5 billion, with his flagship 
company taking the hardest blows, shedding $0.49 per share and 
losing 5 percent of its market value. By comparison, at its lowest 
point on that dav, the Hang Seng Index, Hong Kong's Dow Jones 
indicator, lost only 2 percent of its value. 

The Hong Kong market then continued to fall, and soon similar 
drops followed in the American stock markets as well as those in 
Japan, South Korea, England, Australia, Germany, Mexico, France, 
and others. The Washington Post linked all of these drops to the 
'^ad news" coming from Asia, along with the generally overvalued 
stocks present for months in the market. 

Mr. Chairman, this episode started when we came here about 
2 months ago to warn lawmakers about the growing involvement 
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of Chinese state-owned enterprises and Be^'ing-backed investors in 
the U.S. securities market. I had told lawmakers here, including 
yourself as well as your staff, that U.S. securities markets will go 
the way of the Hong Kong Stock Exchange if they fail to stem the 
waves of Beijing-backed entities who were playing games with the 
stock market system. 

Senator Alfonse D'Amato, Chairman of the Senate Banking Com- 
mittee, and Representative Gerald Solomon, the Chairman of the 
House Rules Committee, took the lead by writing to SEC Chairman 
Arthur Levitt, demanding investigations and enforcement actions. 
It was their letters reported on the front pages of the Hong Kong 
newspapers and on Hong Kong television that started the sell-off 
in the shares of companies under the control of Li Ka-shii^, the 
Moyen" or big boss of China-backed billionaires in Hong Kong, and 
a close confidante of Chinese President Jiang Zemin. 

Furthermore, with the help of Representative Solomon, we pimc- 
t\ired the 'bubbles" on the $4 billion Initial Public Offering (IPO), 
Be^'ing's biggest so far, on the New York Stock Exchange by writ- 
ing again to the SEC's Arthur Levitt protesting about the listing 
of Chma Telecom. This drove the stock price down below its issue 

grice on the first trading day. Previously, I had asked Richard 
rrasso. Chairman of the New York Stock Exchange, to delay or 
suspend the listing of China Telecom until the concerns raised by 
Representative Solomon has been cleared by the SEC. This was re- 

a nested in the interest of the public. In any case, fund managers 
uly took note of this in their sell-off of China Telecom on the open- 
ing day of trading. 

Poor disclosure, lack of transparency, corrupt market practices 
such as price-ramming, insider trading, and lax accoimting stand- 
ards seem to be the hallmarks of these Chinese state entities. But 
their shares and bonds are being offered on an increasingly large 
scale to U.S. mutual funds, pension funds, and other financial in- 
stitutions. Now the meltdown of the Hong Kong stock market, 
which affects ours, has shown the danger of such involvement for 
this country. 

Mr. Chairman, to safeguard the integrity of the free enterprise 
svstem in the United States, we must ensure that Beijing plays by 
the rules of a self-correcting market on a level playing field. The 
hidden hand of the market, yes. The manipulating hand, no. The 
United States must encourage China to adopt a market economy, 
but we cannot allow market manipulation by Beijing and their cho- 
sen cronies in our backyard. 

Mr. Chairman, the issue here is that Be^*ing needs big money 
from the United States to develop its economy. 

Recent moves that were made bv the Chinese leadership to re- 
structure some 300,000 state-owned enterprises will unleash a tidal 
wave of Chinese stock and bond offerings seeking big financing 
from U.S. capital markets, with U.S. institutional investors being 
the final destination of a potential flood of Chinese securities and 
bonds. Business Week reported estimates by investment bankers — 
I think you mentioned it in your opening statement — of at least 
350 such seciuities offerings a vear for the next 10 years. 

Mr. Chairman, despite the foreign exchange reserves of approx- 
imately $130 billion, the losses racked up by China's state-owned 
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enterprises amount to some $85 billion on an annual basis. As Con- 
gressman Solomon has just pointed out, the Chinese banking sys- 
tem has about $200 billion in bad, nonperforming loans, mostly to 
these same state-owned enterprises. So, it's not hard to imagine 
that Bering needs world capital markets in order to keep its econ- 
omy growing. 

This year alone, China has raised more than $25 biUion in inter- 
national bond and equity offerings, ranging from a $280 million 
deal by Beijing Enterprises, which is a grab bag state company fea- 
turing a tourist concession at the Great Wall of China and various 
McDonald franchises, to a $4 billion IPO by China Telecom on the 
New York Stock Exchange. 

Before the IPO in New York, China's Minister of Communica- 
tions had promised to ease accoimting standards in order to boost 
the profits of the company, certainly a startling example of state 
intervention. In the United States, we would call this fraud, as did 
Congressman Solomon in his famous letter to Arthur Levitt. The 
New York Stock Exchange, however, let the company go ahead 
anyway, despite our protests, to raise $4 billion, in time, I guess, 
for President Jiang Zemin's visit with Richard Grasso, the stock ex- 
change Chairman in New York. 

The fact is, Mr. Chairman, most of these Chinese securities and 
bonds listed through Hong Kong capital markets for resale to U.S. 
institutions are subject to market manipulation by insiders tied to 
the Chinese leadership. 

For example, the prices for Beijing Enterprises, which I men- 
tioned earlier, were rammed from an issue price of $1.60 to almost 
|9, and in the space of only about a month's time. That means a 
$280 million dem ends up priced at $1.3 billion, five times more 
than the listed price. 

So, Mr. Chairman, somewhere out there are people sitting on al- 
most $1 billion in profits, and a lot of this is taken from U.S. inves- 
tors. But the prices, of course, are down now and still counting 
downwards, with the loss to American fund managers who are now 
holding scraps of paper. 

Mr. Chairman, state corruption at the highest level in the Chi- 
nese leadership throws into serious doubt the reality of Bering's 
much-ballyhooed conversion to a market economy. We must ask 
ourselves: Are the forces of the market really at work in China's 
so-called market economy, or is it the result of market manipula- 
tion by the ruling elite in Beying? 

The question we must ask is this: By letting Beijing access our 
capital markets, are we really helping China's economic reform, or 
are we financing the regime's corruption and capital flight? Mr. 
Chairman, the same question can be asked about Russia, which 
Mr. Robinson can give you a much more detailed answer on. 

The American people should now be deeply concerned with the 
growing involvement of Chinese state corporations in U.S. capital 
markets. Bering is seeking substantial financing from the United 
States for its state-owned enterprises through securities and bond 
offerings, often taking the shortcut by circumventing SEC rules. 

For example, a Chinese sponsor of one securities offering linked 
to Li Ka-shmg has now been named by New York Federal Judge 
Charles Sifton as having be«n engaged in ''systematic fraud." This 
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person, Lao Yuanyi, Managing Director of First Shanghai Capital 
Limited, instigated a Ponzi scheme in foreign exchange futures de- 
frauding the life savings of himdreds of elderly pensioners living in 
Brooklyn, New York. 

The details involving this fraud case can be foimd in Court Order 
No. CV-93-008a-CPS, issued by Judge Sifton in the U.S. District 
Court, Eastern District of New York, on August 9, 1993. Mr. Chair- 
man, I hope your colleague from New York on the Senate Banking 
Committee can bring this to the attention of Robert Morganthau, 
the New York District Attorney, for criminal prosecution, as the 
Federal Government is only going for civil fi^ud in this case, no 
doubt due to the Administration's sensibilities over relations with 
Beijing. 

But this just goes on and on, Mr. Chairman. The Insider Dealing 
Tribimal in Hong Kong had found Li Ka-shing to be culpable of 
''insider trading'' in 1987. But this material fact was not disclosed 
in the new stock offering by China Telecom on the New York Stock 
Exchange, even though companies controlled by Li Ka-shing are 
listed as principals in the transaction. Mr. Chairman, imagine if 
this is a case involving Michael Milken, what the public outrage 
would be. 

This material fact is not disclosed to the SEC by Mr. Li's flagship 
company, Hutchison Whampoa, in its $2 billion bond placement 
with U.S. institutional investors 2 months ago. This is in direct 
contravention to Rule 10b(5), Section 12(2), and Section 17(a) of the 
Federal Securities Act, which mandate fldl and complete disclosiire 
of all material facts to American investors. 

Mr. Chairman, even if Congress agrees that, in a global economy, 
U.S. pension funds and financial institutions should finance Chi- 
nese state-owned enterprises, the United States must ensure that 
Bering and their cronies play by the rules of an open, transparent 
market, the level playing field which is so crucial to democracy in 
this country. 

American fund managers who have suffered heavy losses in the 
past week must now be wondering whether companies with such 
lax standards as China Telecom, China Southern Airlines, and 
Beijing Enterprises should have been allowed to offer their securi- 
ties to U.S. investors, and whether these Chinese state entities 
have complied with all the relevant U.S. regulations and laws in 
their share offerings. 

Market manipulation by Beijing-backed investors may have con- 
tributed to the meltdown of the Hong Kong stock market and, indi- 
rectly, to the mini-crash on Wall Street last week. Their flagrant 
disregard for the integrity of the free market now has some new 
victims — ^the small investors on Main Street in this coimtry. 

Bering's reform of state-owned enterprises is becoming a Trojan 
horse for mob rule of a one-party state, subsidized by capital from 
U.S. savers and retirees. 

Mr. Chairman, I believe the intent of your legislation is not to 
inhibit the free flow of capital in our increasingly globalized econ- 
omy, but rather to ensure that this flow takes place on a level play- 
ing field. That is why the legislation should focus first on enforcing 
existing laws, the Federal Securities Act of 1933 and 1934, such as 
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the full disclosure requirements that were mentioned earlier in the 
testimony. 

Many of these Chinese and Russian securities and bonds are im- 
able to meet the rather strict registration requirements of our SEC. 
That is why they are being sold to U.S. institutions through the 
exemptions under existing securities laws. 

There are two main exemptions from SEC registration require- 
ments currently in use by these problematic issuers. The first ex- 
emption is Regulation S, which allows these imregistered securities 
and bonds to be sold to American investors in offshore transactions. 
The second exemption is Rule 144(A), which enables the very same 
securities and bonds to be sold in private placements with institu- 
tions in the United States, again without having to be vetted by 
the SEC. 

The most glaring example is Bering Enterprises and the guys 
who are sitting out there witii $1 billion in questionable profits. 

Mr. Chairman, it would be relatively simple to force these unde- 
sirable corporate entities to submit to the vetting process of the 
SEC. Current Federal case laws already provide an easy remedy 
and a legal precedent. 

Senator Faircloth. Mr. Quon. 

Mr. Quon. Yes. 

Senator Faircloth. I hate to do it, but I have to stop you for a 
few minutes. We have a vote and there's only about 3 minutes left. 

Mr. Quon. OK 

Senator Faircloth. We will take a brief 5- or 6-minute recess, 
and come right back. 

Mr. Quon. OK 

Senator Faircloth. It will give you a chance to rest a minute. 

Mr. Quon. Thank you. 

[Recess.] 

Senator Faircloth. We're back on the record. 

Mr. Quon, I apologize for the interruption. You may continue. 

Mr. Quon. Tm just about finished. Actually, I'm only two para- 
graphs from the end. 

Senator Faircloth. Take your time. 

Mr. Quon. I will pick up from the beginning of the paragraph, 
but just go back and recap a little on the information before that. 

We were talking about the two exemptions — ^Regulation S and 
Rule 144(A). I was saying that if we were to tighten those exemp- 
tions, a lot of these imdesirable corporations will be kept out of the 
U.S. market. 

Now, Mr. Chairman, it would be relatively simple to force these 
undesirable corporate entities to submit to the vetting process of 
the SEC. Current Federal case laws already provide an easy rem- 
edy and a legal precedent. The case of Stokes v. Lokken on tlie 8th 
Circuit Court in 1981 has already established that those claiming 
exemption from SEC registration have the burden of showing its 
application. 

Therefore, Mr. Chairman, you and the distinguished Senators on 
the Banking Committee should remind Arthur Levitt, SEC Chair- 
man, that sdl he has to do to keep out imdesirables is to require 
all those claiming exemption from SEC registration to prove that 
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they really qualify. This is what Arthur Levitt should have told 
Be^'ing Enterprises. 

I have written an Open Letter On Chinese Shares to the SEC, 
dated September 2, 1997, with detailed analysis and recommenda- 
tions on some of the concerns raised, and I hereby ask your permis- 
sion to enter this along with this testimony into the hearing record. 

Senator Faircloth. It will be entered. 

Mr. QuON. Thank you. Mr. Chairman, I hope your legislation, 
the U.S. Market Security Act of 1997, can provide the institutional 
frmnework for the SEC to focus on a solution to these problematic 
practices which are beginning to change the rules of the game in 
oiu* free market sjrstem here. 

Thank you, Mr. Chairman. 

Senator Faircloth. Thank you, and thank you for your testi- 
mony. We look forward to hearing yoiu* answers to our questions. 

Mr. Fisher, thank you for being here and we would like to hear 
your testimony. 

OPENING STATEMENT OF RICHARD D. FISHER 

SENIOR POUCY ANALYST 

ASIAN STUDIES CENTER OF THE HERITAGE FOUNDATION 

Mr. Fisher. Thank you, Mr. Chairman. Thank you for the privi- 
lege of appearing before yoiu* Subcommittee this morning. I would 
like to join Roger Robinson in thanking you for your leadership in 
this legislative initiative that I also believe can contribute to our 
financial, as well as our national security interests. 

Senator Faircloth. Thank you. 

Mr. Fisher. Before I begin mv testimony, I would like to qualify 
it somewhat. The bill that is being addressed here today is de- 
signed to address financial threats from wherever they might arise. 
Dr. Ariel Cohen, my colleague at The Heritage Foundation, has 
identified possible threats from the Russian market in a paper that 
he issued earlier this year. 

For my testimony, I would like to note that my work at Heritage 
has focused largely on the national security challenges facing the 
United States in Asia. My recent work has pertained largely to the 
analysis of the implications for the Unitea States of China's on- 
going military modernization, and the growing role of foreign mili- 
tary technology in that modernization. I offer for submission to the 
record mv latest paper compiling weapons and svstems that China 
has purchased from abroad, or is seeking to purchase, to modernize 
its armed forces. 

Senator Faircloth. It will be retained in the files of the Sub- 
committee on Financial Institutions and Regulatory Relief. 

Mr. Fisher. Thank you. This work, Mr. Chairman, relates to this 
hearing in that it's my intention to underscore the importance of 
creating a National Security Office for the SEC as it pertains to 
broader American national security concerns in Asia. I do not claim 
to be an expert on the nature or the extent of China's or, indeed, 
the PLA's possible activities in American or international financial 
markets. Trie activities of PLA-controUed companies in the Chinese 
and U.S. economies will be addressed in much greater detail in a 
Foreign Relations Committee hearing scheduled for tomorrow. On 
many occasions my organization has written that expanding trade 
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with China, promoting greater American exports to China, and con- 
vincing Chmia to open its economy far more than its current level 
can be part of a responsible relationship with China. I do not be- 
lieve that S. 1315 would detract from this goal. 

However, I would also like to point out ttiat China is building up 
its military forces and is preparing for possible conflict that may 
arise from its goals of eventually securing control of Taiwan or the 
South China Sea. If the activities of the Chinese or PLA-controUed 
companies in U.S. financial markets could contribute to China's 
ability to fund its military modernization, then U.S. investors de- 
serve to be warned of the dangers resulting from their potential 
transactions with certain Chinese firms. 

I would like to briefly summarize four propositions that I outline 
in my written testimony. 

First, it is clear that PLA-owned or -controlled companies are a 
growing feature of China's economy, and that they can be expected 
to increase their presence in financial and capital markets. 

Second, the profits made by PLA companies are fungible. They 
could benefit the modernization of China's armed forces. 

Third, the PLA needs increasing amounts of hard currency to 
fund modernization programs that depend increasingly on foreign 
weapons or military technology. 

Fourth, with added funding, the PLA will try to obtain technol- 
ogy to improve its strategic missile systems, and the power projec- 
tions capabilities of its air and naval forces. 

I have only a few brief words on the growing role of the PLA in 
China's economy. 

Under the economic reforms initiated by the late Deng Xiaoping, 
the People's Liberation Army was forced to generate more of itis 
own funds in a market increasingly redirected toward greater com- 
petition. Today, the PLA's role in China's economy is becoming so 
significant that Commerce Department officials can be heard to 
suggest, at least partially in jest, that a separate accession agree- 
ment to the World Trade Organization should be negotiated for the 
PLA. However, while the fact of the PLA's growing role in China's 
economy is readily discernible, it is far more difficult to quantify 
its dimensions. There is a great deal of work that needs to be done 
to determine the extent of the PLA's economic influence and to 
identify PLA-related and -affiliated companies. 

Estimates of the PLA's economic impact in terms of annual reve- 
nues from its affiliated companies range from a total of $7.5 billion 
to upward of $20 billion, to more recent estimates that the annual 
turnover revenues of companies may range from $7 to $9 billion, 
with a profit margin of $480 to $720 million annually. 

Estimates of the number of PLA-controUed or -affiliated compa- 
nies range from 10,000 to 20,000. The majority of these may just 
be '"suitcase" companies that facilitate a wide array of business but 
whose small size defies effective monitoring. The second largest 
category of PLA-related companies appear to be farms and mines 
associated with region-level units. All of the armed services of the 
PLA, the missile forces, air force, navy, and army, have associated 
commercial enterprises. 

There is also a category of PLA-affiliated companies that are 
growing into large and diversified conglomerates that increasingly 
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rely on civilian businesses. As these companies grow, they seem to 
shed their military roots. However, the exact relationship between 
these companies and the PLA again deserves much more investi- 
gation. Companies such as these which are operating in the United 
States include Poly, China Xinxing, the 999 Group, and Norinco. 
Their U.S.-based companies tend to change rapidly, partially in an 
attempt to hide from public scrutiny. 

It is perhaps these conglomerates that can be expected to become 
increasingly active in financial and capital markets, issuing stocks 
and bonds to raise capital. 

The second point I would like to expand upon is that the profits 
PLA-controUed or -affiliated companies make are fungible. It is at 
least plausible that PLA-controUed or -affiliated companies not sub- 
ject to U.S. disclosure rules could raise funds from U.S. financial 
or capital markets and divert some of those funds to help purchase 
foreign weapons. 

The issue of fungibility with regard to funds that China is ob- 
taining from multilateral institutions, particularly the World Bank, 
was made very clear earlier this year by a Treasury Under Secre- 
tary whose quote I have supplied for benefit of the hearing today. 

The third point I would like to go into is that the PLA is going 
to require a lot of money, a lot of foreign exchange, in order to pur- 
sue its modernization plans. In some cases, Cluna simply buys a 
few examples of a weapons system to try to learn the technology. 
But because military technology is advancing so rapidly and also 
because China's current armed forces start from a base of relative 
obsolescence, China is increasii^ly finding that it has to purchase 
militarilv significant numbers of weapons systems in order to mod- 
ernize the PLA. This is the case with advanced fighter aircraft, 
radar aircraft, antiaircraft and ground attack missiles for aircraft, 
long-range transport aircraft, advanced surface-to-air missiles, sub- 
marines, supersonic antiship missiles, radar satellites, military 
laser systems, and subsystems for its strategic missile forces. 

It is also noteworthy that the price for these weapons does not 
end with the initial purchase. China needs even more money to 
fund training, spare parts, and maintenance support, all of which 
add to the life cycle cost of the weapons that it purchases from 
abroad. 

Now, also briefly, FU go to my fourth point. If the PLA had the 
necessary funds, it would implement modernization plans that are 
roughly discernible today. The PLA was shocked by the success of 
U.S. military forces in the Gulf War and is now seeking to develop 
areas of asymmetrical advantage to exploit perceived U.S. military 
weaknesses. For example, the U.S. military is heavily dependent on 
satellites for command, communication, and intelligence, extremely 
dependent on satellites. China, in my opinion, is seeking to develop 
antisatellite systems as it simultaneously seeks to make greater 
use of space in order to support its own military operations. Simi- 
larly, to counter the American reliance on large aircraft carrier bat- 
tle groups to project power, China is seeking better submarines and 
very difficult to counter supersonic antiship missiles. 

China's principal goal is to acquire a military capability that will 
enable it to achieve its diplomatic-political goals. A high priority for 
China in coming years will be to achieve luiification with Taiwan 
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under Beijing's terms. This may require military forces that deter 
Washington from coming to Taipei's assistance, as is inferred in the 
1989 U.S.-Taiwan Relations Act. The PLA also needs missile, air, 
and naval forces necessary to prevail in military skirmishes so as 
to compel Taipei to bow to Beijin^s wishes in any future relations. 
Over the long term, should its nationalist mindset continue, regard- 
less of whether its communist government survives, in my opinion, 
China will nevertheless continue to seek military forces capable of 
dominating most other Asian countries, including Japan. 

I would like to briefly outline modernization trends in the msgor 
armed forces. The Second Artillery, for example, is now developing 
two new ICBM's that can reach American targets. They are also 
building a new class of long-range cruise missiles similar to the 
American Tomahawk. 

These cruise missiles may benefit from Israeli or Russian cruise 
missile technology. These missiles will be guided in part bv signals 
from American or Russian navigation satellites, the Global Posi- 
tioning Satellite svstem. China is using GPS technology to improve 
the accuracy of tne short-range ballistic missiles it used in exer- 
cises off Taiwan last year and the year before. 

For its air forces, China seeks to build a modem, all-weather 
interdiction air force. It seeks fighters, radar-control aircraft, and 
aerial tankers in order to accomplish distant air superiority mis- 
sions, as well as attack missions either near Taiwan or over the 
South China Sea. 

Russia is by far the greatest source of air force technology for 
China. Fighter aircraft, AWACS aircraft, advanced air-to-air mis- 
siles, and now air-to-ground missiles are all available from Russia. 
Russia is also trying to sell China tanker aircraft to extend the 
range of its fighters. Israel is a secondary source of air force-related 
technology. 

The Chinese navy is in the midst of a debate over whether to ac- 
quire aircraft carriers. They still have not yet, in my opinion, made 
up their mind whether the benefits of aircraft carriers justify their 
huge expense. In the meantime, China is working very hard to im- 
prove its submarines, particularly using Russian technology both to 
improve conventional submarines and also, very alarmingly, to im- 
prove new classes of nuclear-powered attack submarines. 

Also of the utmost concern is Russia's sale to China of supersonic 
antiship missiles. The only system that the American Navy has to 
coimter these supersonic antiship missiles is our Aegis combination 
radar, siu-face-to-air missile system. We only have this Aegis sys- 
tem on a small number of cruisers and destroyers. They^re very ex- 
pensive. All other ships that are not covered by an Aegis umbrella 
are extremely vulnerable to these missiles, not to mention most of 
the ships of our friendly and allied navies. 

In conclusion, Mr. Chairman, the Chinese have an old saying 
which roughly translates, ''The marketplace is a battlefield." This 
says much about the Chinese approach to business competition. 
But today, in this hearing, it has a double meaning. PLA-related 
companies in many ways can help prepare PLA combat forces for 
future battlefields. The goals of S. 1315 are laudable inasmuch as 
the proposed National Security Office for the SEC could help Amer- 
icans decide whether to invest in companies that may be helping 
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China advance its military goals. There is a very clear requirement 
for much greater open source data on the extent and membership 
of the PLA-related economy. Perhaps such an office in the SEC 
could become a valuable resource to help guide investor decisions. 

Thank you, Mr. Chairman. 

Senator Faircloth. I want to thank all of you for the in-depth 
studv and thought that have gone into your testimony, and the 
depth of knowledge that you three possess was evident when you 
presented your testimony. 

It is shocking to me to hear not what might happen, but what 
is clearly already happening, and the methods by which it's being 
accomplished. 

I have so many thoughts and questions, I won't even begin to be 
able to ask all of them. But Fll start with Mr. Robinson. 

In your testimony, you said you reviewed some of the history of 
the former Soviet borrowings in Western markets. Did Moscow at 
that time divert Western money in order to finance activities that 
could subvert our interests? 

Mr. Robinson. The answer to that question, Mr. Chairman, is 
yes, and oftentimes in multibillion-dollar sums on an annual basis. 

I had the opportimity to look at Soviet funding patterns in rather 
close quarters during the period that I worked at Chase Manhattan 
Bank, starting in about 1977, and it was very interesting to ob- 
serve the way this was done. 

It was first making use of so-called balance-of-payments loans or 
general purpose credits that S3mdicates of banks got together and 
made available to Moscow. These were cash deals with no Questions 
asked as to where the money was going or how the credits were 
being used. 

Senator Faircloth. May I interrupt you there? 

Mr. Robinson. Please. 

Senator Faircloth. Was that money ever paid back? Is it still 
in these rollover, nonperforming loans? 

Mr. Robinson. Leave it to say that roughly $100 billion in loans 
extended by Western governments and Western commercial banks 
to the Soviet Union were defaulted upon when the Soviet Union 
collapsed in December 1991 and, as I mentioned in my testimony, 
have just been rescheduled for some 25 vears. 

Senator Faircloth. Who owns this $100 billion? Who's holding 
that paper? 

Mr. Robinson. Well, fortunately for us, the bulk of that paper is 
held by Germany, which was traditionally the Soviet Union's larg- 
est financing partner. 

Senator Faircloth. The German government or German banks? 

Mr. Robinson. The German banks were smart enough to lay it 
off on the German government with 100 percent guarantees made 
by their export support agency, called Hermes. 

We certainly as a government imder the Commodity Credit Cor- 
poration extended billions of dollars in credits, and I imderstand 
that the American people lost somewhere in ihe neighborhood of 
$2.5 to $3 billion in reschedulings of those particular debts. But it 
was Europe that was the most enthusiastic for ignoring the warn- 
ing signs of a growing insolvency of the Soviet economy and, there- 
fore, lost the bulk of that money. 
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The point is, Mr. Chairman, that it was interesting to see the 
progression of using general purpose balance-of-payments loans, 
then to watch as they graduated to seeking to double-finance very 
large energy-related deals, one of which I was involved in, over $2 
bilfion in size that was double-financed, as they say. 

Senator Faircloth. That is known as kiting or double-financing. 
If I understand you, they borrowed the money twice on the same 
collateral. 

Mr. Robinson. Yes, for the same purpose. They basically paid for 
equipment imports needed for the pipeline through barter arrange- 
ments with natural gas and yet, went to the Eurodollar market in 
four different nugor loan syndicates of about $500 or $600 million 
each and borrowed for the same purpose a second time, which had 
a number of advantages to them, not to mention the lowering of 
their interest rate by roughly a quarter of one percent, which is big 
money in banking circles. 

Senator Faircloth. Let riie ask you, why do they really worry 
about the interest rate when they roll the loan over and it probably 
won't ever be paid, anyway? 

Mr. Robinson. There's a great deal of national pride and prestige 
accorded these matters, Mr. Chairman. And, of course, China, like- 
wise, also believes that the market's perception of them, as commu- 
nicated through the interest rate, is a matter of national standing, 
so to speak. 

So great lengths are gone to, some of which Randolph Quon has 
alluded to today, to ensure that those interest rates are as low as 
possible. 

But it was, after all, the bond market that provided the greatest 
list of benefits to these countries. 

Senator Faircloth. Thank you. 

Mr. Quon, tell me about tms red chip company, the $23 billion 
amount — ^tell me a little bit more about that. I aon't know that I 
understood it. 

Mr. Quon. Are you talking about Beijing Enterprises? 

Senator Faircloth. Yes. You were talking about it. You were 
saying that a Mr. Wang Jun had $800 million in bonds. 

Mr. Quon. Are you talking about CITIC? 

Senator Faircloth. But then you went on to say that there was 
$23 billion in a red chip. Did I misunderstand? 

Mr. Quon. I go back to 

Senator Faircloth. What was the $23 billion figure you men- 
tioned? 

Mr. Quon. The figure I mentioned is this. This year alone, China 
has raised more than $25 billion in international bonds and equity 
offerings. 

Senator Faircloth. Twenty-five. 

Mr. Quon. Yes. 

Senator Faircloth. All right. What percentage of that $25 bil- 
lion was U.S. funds? 

Mr. Quon. I don't have the exact breakdown, but 

Senator Faircloth. What would you guess? 

Mr. Quon. I would say more than half. If you take the offerings 
through the exemptions, I would say at least $15 to $18 billion of 
that amoimt. 
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Senator Faircloth. Of that. 

Mr. QuoN. Yes. Also, you have to take into account the resale. 
By that I mean, some of those debts and shares will be resold to 
U.S. investors at the end, which means a lot of people in Hong 
Kong bought them for the purpose of reseUing later. 

That means, eventually, it will still end up in our market be- 
cause we are the biggest, most liquid financial market in the world. 

Senator Faircloth. We have really used no way at the present 
time of keeping this out of oiu* markets, have we? 

Mr. QuON. Tliere is a way. In fact, I talked about it near the end 
of my testimony. 

Senator Faircloth. I know there is a way. But at this current 
time — ^in the last 6 months, have we used it? Have we been keeping 
it out? 

Mr. QuON. No, sir. This is why we have been talking to the SEC, 
and reminding them that there are several ways of keeping it out 
already. 

Senator Faircloth. I know we could keep it out, but we haven't 
been doing that. 

Mr. QuON. Yes. They haven't taken action yet. But I give them 
some benefit of the doubt in the sense of timing because they do 
a very good job when they start investigating. 

I think this method has been brought to their attention by both 
Senator D'Amato and Congressman Solomon. 

Eventually, when they do start investigating, I think that some 
of the legal precedents set will serve for them to issue fairly simple 
cease and desist orders. 

Of course, we already mentioned that it is very easy for them 
actually to require that all these undesirable companies just prove 
that they qualify under those exemptions. 

Mr. Robinson. Mr. Chairman, just to comment on that, if I may. 

Senator Faircloth. Yes. 

Mr. Robinson. You can see the velocity, though, of these borrow- 
ings and equity issues on our markets by China. 

If you are relaxed about this at the SEC, and we take our good 
time about it, Randolph, I think, just gave some stunning figures 
as to how much money was raised on the American market in just 
1 year's time. 

Senator Faircloth. And that was about how much money? 

Mr. QuoN. Well 

Mr. Robinson. About $15 to $18? 

Mr. QuoN. Yes, $15 to $18. 

Senator Faircloth. $18 billion. 

Mr. QuON. Yes, $18 billion. Actually, it's more than that. They 
all come here for distribution, so-called, internationally. This is the 
place they come to for international distribution. 

Also, this figure actually understates the total figure because it 
did not take into accoimt China Telecom, the $4 billion they listed 
on the New York Stock Exchange just a few weeks ago. 

Senator Faircloth. You wrote a letter to the SEC 

Mr. QuoN. Yes. 

Senator Faircloth. — ^recommending a delay or a suspension of 
the initial offering of China Telecom? 
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Mr. QUON. Not to the SEC, but to Richard Grasso, the Chairman 
of the New York Stock Exchaiige. 

Senator Faircloth. The stock exchange. I'm sorry. I see. 

Mr. QuoN. Yes. 

Senator Faircloth. So you wrote a letter to the New York Stock 
Exchange? 

Mr. QuoN. Right. Yes. 

Senator Faircloth. You received a response that indicates that 
the listing on the exchange follows permission given by the SEC. 
Did the SEC grant permission for trading China Telecom, despite 
the investigation demanded by Chairman Solomon? 

Mr. QuON. Mr. Chairman, I think the letter from the New York 
Stock Exchange is very surprising to me because, apparently, I 
think they have not really read the law thoroughly. The reason is 
that the intent of the Federal Securities Act of both 1933 and 1934 
says that public bodies, specific organizations like the New York 
Stock Exchange or NASDAQ, are the first line of defense. The SEC 
is actually only the last resort. 

This is actually the whole intent of the law, that they should ex- 
ercise due diligence first. 

But the letter means that they leave everything up to the SEC. 
So, in some ways, it's fiidging the issue. It's a very surprising letter 
to me. In fact, I haven't replied to it yet. I will, because the law, 
the whole intent of our securities law, is that public bodies, market 
players, should regulate themselves first, should discipline them- 
selves first, before bringing it to the attention of government. 

This a free market principle. 

Senator FAIRCLOTH. Let me ask you a question, and then I want 
to move on to Mr. Fisher. 

Do you think there's any real possibility that anybody is going 
to get a true audit of China Telecom? 

Mr. QuON. I think so. I think the SEC can require it. The New 
York Stock Exchange can require it. 

It's very simple. 

Senator Faircloth. They can require it, but do you think 

Mr. QuON. Do you mean the way that they would do it? 

Senator Faircloth. — the Chinese government is going to allow 
a real and true audit? How easy would it be for them to 

Mr. QuON. Well, if they won't allow it, it's very simple. As the 
New York Stock Exchange already pointed out, they will remove 
them fix)m the list if the SEC thinks that there is something wrong 
with their accounting standards. It's very easy. They just remove 
them. If they won't allow a real and true aucfit, then they should 
remove themselves fix>m our market. 

Senator Faircloth. But how easy would it be to 

Mr. QuON. To audit that. 

Senator Faircloth. — fiidge the figures? You have an audit, but 
it's not a true audit because the figures have been manipulated. 

Mr. QuON. Yes, I see your point now. Yes, in the end, it's a con- 
trolled environment. 

Senator Faircloth. Right. It's a controlled environment. 

Mr. QuON. Yes, sir. 

Senator Faircloth. How then could you get a truly independent 
audit? 
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Mr. QUON. Exactly. It's a controlled environment. They can put 
assets in there or they can take them out or they can shidSle them. 

It's all up to them. 

Senator Faircloth. Yes, I see. 

Mr. QuON. It's policy-driven, and that means it's controlled. 

Senator Faircloth. It's not profit. It's policy. 

Mr. QuoN. It's not free market. Let's put it that way. 

Senator Faircloth. Mr. Fisher, I picked up from your testimony 
that one of the things driving all of this that we've been talking 
about is the need for the Chinese army, the PLA, to come up with 
an enormous amoimt of money to foster expansion. 

I noticed you said they were shocked, I believe, by the antiquity 
of their forces after witnessing what happened in the Gulf War. 

Mr. Fisher. Yes, Mr. Chairman. 

Senator Faircloth. Is that an accurate statement of what you 
said in your testimony? 

Mr. Fisher. Very accurate. 

Senator Faircloth. And there are all of these business enter- 
prises, as I imderstood your testimony, that are literally owned by 
the army itself. 

Mr. Fisher. Yes. 

Senator Faircloth. Are these so-called business enterprises now 
being traded in our markets? Are bonds and securities being of- 
fered? Are they attempting to offer them? Are they planning to 
offer them? 

Mr. Fisher. Mr. Chairman, again, I would refer you to a very 
lively discussion that I expect in the Foreign Relations Committee 
tomorrow. My understanding is that there is a great debate over 
the degree of affiliation that a company has with the PLA. 

Senator Faircloth. That who has with the PLA? 

Mr. Fisher. That a company in China, a PLA-controUed company 
has with the PLA, per se. 

There are companies that are directly controlled by units at the 
local level, let's say a farm. A great number of the farms in China 
are PLA-controlled. Then, there are the conglomerates, like Poly, 
Norinco, and several others. Those are fewer in nimiber. Those or- 
ganizations, those companies, do participate in capital markets. 

It is not my knowledge that they issue bonds, but I do know that 
they issue stocks. According to my colleagues, who study this much 
closer, these companies are going to become increasingly active in 
the future. Their future participation in the bond market is inevi- 
table as well. 

Now, there is another category of companies, like CITIC or the 
Bank of China, and their relationship to the PLA is discounted by 
some experts. But then there's the question of their ultimate rela- 
tionship to the Communist Party or the leadership of China. It is 
those connections that are much less discernible, far more opaque, 
and where I hope that a National Security Office in the SEC can 
help to shed light and help us to understsmd these relationships. 

Senator Faircloth. Woiild it not be somewhat ridiculous to even 
think that these companies controlled by the PLA were not con- 
trolled by the Chinese communist government? 

Mr. Fisher. Certainly. 
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Senator Faircloth. Take, for instance, the Bank of China. Does 
anybody believe that that's an independent operating entity? 

Mr. Fisher. I would assume that there are people, and we may 
hear from them at tomorrow's hearing, who believe essentially that 
the Bank of China and CITIC are not as controlled by the PLA as 
some of the others. 

I would only offer myself as an agnostic on this point. I simply 
offer the range of debate. 

But there are companies that are indeed affiliated with the PLA 
that we can identify with much greater clarity. While I would cer- 
tainly endorse efforts to try to understand the character of CITIC, 
the character of the Bank of China, there is also another group of 
companies, PLA-related companies, whose relationship is far more 
easily determined. 

Senator Faircloth. Are they traded on our exchanges? Til ask 
that question of anybody that wants to answer it. 

Mr. Fisher. Just the few that Fve mentioned, to my knowledge. 
Roger may be able to speak to this in more detail. 

Mr. Robinson. Actually, I think Randolph probably has the best 
list in his mind about who's here in the markets. 

Certainly CITIC has issued bonds in this market, the Bank of 
China has, and the People's Republic of China government has. 

Fm told that there is a particular State teachers' fund that is 
holding Norinco, China Resource holdings, and COSCO, and there 
are reports I have seen in the press where there are holdings of 
some of these companies that, as Richard has mentioned, are more 
closely identified with the People's Liberation Army. 

But, if I might, Mr. Chairman, I would just get back to your ear- 
lier point. 

No one, I think, argues that CITIC doesn't report to either the 
State Council of China or the General Staff Department of China's 
Military Commission. 

I've never heard anybody suggest that it's not one of those two. 
Both of those entities, of course, report to the communist leader- 
ship of the country, naturally, and the Bank of China is in a simi- 
lar venue. 

They are controlled by the Communist Party of China, period. 

Senator Faircloth. Let me ask you a question about this. What 
State teachers' fund are you referring to? 

Mr. Robinson. This was the Arkansas teachers' State retirement 
fund. I don't have the specific name, but this was some information 
that the Free Congress Foundation and its investigative team has 
been probing. Really, I would have to defer to them on the matter. 
I haven't had any first-hand contact with that data. But, neverthe- 
less, I think that some of those names, if they are indeed in that 
particular portfolio, would be of concern because those names do 
resonate with most of the experts who are, I think, feverishly try- 
ing to compile lists of those companies we should be most con- 
cerned about. 

Senator Faircloth. I have a rhetorical statement I would like to 
make about that. 

I would hate to have taught school in Arkansas for 30 years and 
find out my retirement benefits are being controlled by the People's 
Liberation Army. I have to believe there are better investments. 
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Mr. Robinson. We agree on that, Mr. Chairman, and I think 
that it really does get to the broader issues that I've alluded to in 
my testimony, which is make no mistake, this new family of what 
we might term financial security issues — ^that is, the nexus be- 
tween national security and normal financial flows from foreign en- 
tities and governments — does have potentially powerful grassroots 
elements. 

We have State governments and municipalities that have large 
portfolios. We have seen what New York State, Senator D'Amato's 
State, has done with regard to, for example, the so-called Nazi gold 
issue. Swiss banks have been looked at in a very tough Ught by 
both Governor Pataki and Mayor GulUani, and thej^ve had some 
difficulty, some of them recently. Union Bank of Switzerland had 
difficulty, as I understand it, in a letter of credit transaction that 
they wanted to lead for, I believe it was either the city or State of 
New York, one of the two. 

But that controversy did plague them. 

The fact is that I believe that State legislatures and municipal 

Spvemments are going to be, over time, as they get better in- 
ormed, more alert to which foreign government entities are in 
their portfolios today and what the implications are for the folks 
that they have a fiduciary responsibility to protect. 

Senator Faircloth. Let me ask you another question. 

The company that purchased, for control or management, the 
two ports on each end of the Panama Canal, does anybody know 
their connection to the People's Liberation Army or to the Chinese 
government? 

Mr. QuON. Let me expand on that point. 

The name of that company is Hutchison Whampoa. It's a com- 
pany listed in Hong Kong and controlled by Mr. Li Ka-shing. We, 
as well as Congressman Solomon, have already mentioned Mm in 
our testimony. 

Generally, we call these Beijing-backed investors. He is, in fact, 
a Beijing-backed investor, a China-backed investor. 

They are billionaires. 

Senator Faircloth. And he's spending government money? 

Mr. QuON. Excuse me? 

Senator Faircloth. By Beijing-backed, you're sa5dng that he is 
backed by the government? 

Mr. QuON. Well, in China terms, it means he has the connection 
to the leadership, the so-called relationship, which really means, 
you scratch my back, I'll scratch yours. 

Some people would call them cronies of the leadership. But they 
are rich in their own right already. 

Senator Faircloth. The government controls him? 

Mr. QuON. It's not so much control. Because they are rich, they 
are able to make a deal with the leadership to become richer. 

With government backing, they can do things which they could 
never do before. Especially now, with Hong Kong passing under the 
control of China. So, in some ways, they can even do bigger things 
in Hong Kong and become richer, make more money. 

I guess that the key word here is greed rather than ideology. It's 
not ideology. It's greed. 

Senator Faircloth. Who built these two ports? 
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Mr. QUON. They have the concession now. 

Senator Faircloth. Who built them, originally? 

Mr. QuON. Originally, they were built by us, I think. Americans 
built them, yes. 

The Chinese have now taken them over and are going to rede- 
velop them. 

Senator Faircloth. We gave them to the Panamanians. 

Mr. QuON. Exactly, yes. 

Senator Faircloth. The Panamanians have now leased them to 
the Chinese. 

Mr. QuON. That's it exactly. They leased them to the Chinese, to 
this company, yes. 

Senator Faircloth. Mr. Fisher, how is the PLA going to finance 
its expansion and its modernization more so than its expansion? 

How will it do it if it does not get access to western fmids? 

Mr. Fisher. Mr. Chairman, I think you have just put your finger 
right on the point of the challenge that the PLA faces today, which 
is how to get its hands on ever-increasing amoimts of foreign ex- 
change. Estimates for the annual budget of the PLA range from 
about $30 billion a year up to less than $100 billion a year. 

The money that the PLA has for modernization, for purchasing 
foreign weapons in particular, comes from budgets that we under- 
stand very little about and have really no way of monitoring or 
measuring. 

But the requirement for this money is only going to increase be- 
cause the PLA has decided that in order to leapfrog technologies, 
in order to modernize to a current level, they have to go out into 
the foreign marketplace and buy weapons from Russia, Israel, and 
I'm afraid within a year or so, our fnends in Europe are going to 
jimip into the China arms market again. 

All of these countries are looking to support their domestic arms 
industries by selling weapons and military technology to China. 
And it is China's ability to pay, first and foremost, that is going 
to guarantee China's access to that technology. 

So they need this money. 

Senator Faircloth. It certainly sounds like a ridiculous situation 
for the United States to find itself in — ^we're the ones supplying the 
money, the French are making the planes, and the People's Libera- 
tion Army gets them. 

The American people will be the ones exposed to supplying the 
money through these transactions. I say the French as an example, 
but whoever is manufacturing the arms are aggressively manufac- 
turing and selling. While we are financing this, the People's Libera- 
tion Army becomes very modernized and a potential threat to us. 

Maybe one of you could explain the benefits to the American peo- 
ple under this arrangement. 

Mr. Fisher. Well, clearly, there are no benefits, and it gets even 
more gaUing than that, Mr. Chairman. 

I don't mean to pick on Israel. Israel's security is a primary and 
critical requirement for our own national security and peace in the 
Middle East does depend implicitly on Israel being secure. 

But, that said, we can have differences with our friends, as we 
do in so many other places as well. And, in this instance, I point 
out the example of the Lavi fighter, a fighter aircraft that was de- 
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veloped by Israeli aircraft industries in the early and mid-1980's, 
a project which was subsidized by U.S. military assistance, to the 
tune of about $1.4 billion. 

Senator Faircloth. Well, the technology was supplied out of this 
country, of course. 

Mr. Fisher. Yes. We also paid for it in terms of aid. 

Senator Faircloth. We paid for it. But would you tell me what 
we didn't do? 

Mr. Fisher. We did not protest sufficiently when Israel turned 
around and sold this. 

Senator Faircloth. I mean, as far as the manufSacturing, the 
production of their fighters, can you tell me whaTthis coimtry did 
not do or supply? The money, the materials, the technology? 

Mr. Fisher. Yes, we supplied it all. The fighter itself was devel- 
oped in Israel. They put it together with our technology and fund- 
ing. But then they turned aroimd and just sold this technology to 
Cbdna. That airplane, the Lavi, will not fly in the Israeli air force. 
The program was canceled in the late 1980's. 

Senator Faircloth. Of course, Israel turned aroimd and paid us 
for the development, didn't they? 

Mr. Fisher. No, sir. That airplane is going to fly in the Chinese 
air force now. 

Senator Faircloth. The IsraeUs do not use it any longer. They 
must have a better plane. So they are selling these older planes to 
the Chinese. 

Mr. Fisher. They sold the technology to China, which is now 
building a fighter aircraft based on Lavi technology. 

Senator Faircloth. So our technology went to China. 

Mr. Fisher. Via Israel. 

Senator Faircloth. By Israel. 

Mr. Robinson. Mr. Chairman, could I just comment on that? 

Senator Faircloth. Yes. It's almost 12 Noon and we're going to 
adjourn at 12 Noon, but go ahead. 

Mr. Robinson. Right. I was just going to say that, getting back 
to the big picture of our hearing today and your leadership on this 
issue, I think the dots are being connected between funding mecha- 
nisms, albeit sophisticated ones and ones that some of us aren't al- 
together familiar with, such as the bond and equity markets of this 
country and our fundamental national security interests. 

Randolph used the term greed. Some would use the term com- 
mercial engagement and suggest that the more interaction between 
our financial institutions and China is all to the good and that we 
simply don't need national security-oriented scrutiny of the type 
that could be perceived as intervention or imwanted oversight of 
our private markets. 

I suspect that there's going to be a very strong sentiment, as I 
mentioned, on Wall Street in that regard. 

Senator Faircloth. Let me interrupt you. You just said of our 
private markets. 

Now, maybe I don't \mderstand the exact differentiation there, so 
let me ask you this. If , as an individual, I decide to buy a Chinese 
bond and seek out somebody in China selling Chinese bonds and 
buy it, that is a private transaction. But if these bonds are traded 
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on the public markets of Wall Street, do we consider that a private 
transaction or is that a public transaction? 

Mr. QUON. I can answer that because \mder our securities laws, 
we have exemptions. I have already mentioned them in the testi- 
mony, Rule 144(A) and Regulation S, which means that the person 
on the street, if they wanted to buy a Chinese bond, couldn't really 
buy it. 

However, they probably have invested in the pension fund or the 
mutual fund. The mutusd fund manager or the pension fund man- 
ager can buy it imder this Rule 144(A), which means that a Chi- 
nese bond does not need to be traded publicly, but can still be sold 
and distributed in the United States \mder this exemption. 

Senator Faircloth. Under 144(A). 

Mr. QuON. Right. 

Senator Faircloth. Now, I had put that down as when you can 
buy it 

Mr. QuON. Right. 

Senator Faircloth. — ^but tell me again what that does. 

Mr. QuON. What that does is this. The rationale behind that ex- 
emption is to facilitate capital flow. Actually, it is to allow the big 
institutions to make their own judgment and to spare the SEC the 
trouble of looking over these big boys. 

This is the original intent of this exemption under the Securities 
Act of 1934. 

However, this is a gray area now. 

Senator Faircloth. Mr. Quon, just so I won't get confused 

Mr. Quon. Yes. 

Senator Faircloth. — you're saying that — ^pick any company — 
Goldman, Sachs. 

Mr. Quon. It's not Goldman, Sachs. 

Senator Faircloth. All right. J.P. Morgan. Pick a company. 

Mr. Quon. No, it's not even a company. I'm talking about a pen- 
sion fund. 

For example, the California 

Senator Faircloth. All right. Let's say the California Pension 
Fund, CALPERS 

Mr. Quon. Exactly, the California Pension Fund. 

Senator Faircloth. OK. If they chose to buy Chinese bonds, they 
really don't come under the scrutiny of the SEC. 

Mr. Quon. Yes. 

Senator Faircloth. They are supposedly wise enough to make 
their own analysis of the viability of the bond and the SEC gives 
them the 

Mr. Quon. Exemption, yes. 

Senator Faircloth. — ^acquiescence. So if you think it's good, you 
buy it and you put it in your portfolio. 

Mr. Quon. Exactly. Yes, that is the case. 

Senator Faircloth. So that is what 144(A) says. 

Mr. Quon. Yes. 

Senator Faircloth. Well, what does Regulation S say? 

Mr. Quon. Regulation S is to allow the offshore subsidiary of the 
California Pension Fund to do it offshore. 

For example, some of the mutual funds or pension funds have a 
subsidiary in the Cayman Islands, for example, in Bermuda. 
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So Regulation S allows them to do it over there instead of here 
in this country. 

Senator Faircloth. All right. It's 12 Noon and we are about to 
adjourn. But I want to ask one question. 

We are not picking on California because you could just as easily 
say a North Carolina pension fund. 

Mr. QUON. Right. 

Senator Faircloth. The fund picks up a lot of this offshore for- 
eign paper. I think I have seen sometlm^ up to 45 percent, maybe, 
as an estimate. Now, that's a lot. 

What is the role and what happens in reality if a pension fund 
goes belly up from a world of worthless foreign paper and they 
can't mail the retirement checks to the retirees? 

What happens? 

Mr. QuON. Well, there will be a repetition of the Orange Coimty 
fiasco, which, Mr. Chairman, I think you already know about. 

Senator Faircloth. I'm well aware of the Orange Coimty situa- 
tion, well aware of what happened. 

Mr. QuoN. Yes. 

Senator Faircloth. If the North Carolina teachers' State retire- 
ment fund had invested heavily in bonds that no longer functioned, 
what's going to be the role of the Federal Government? 

Will it not be similar to the savings and loan bail-out? 

Mr. QuON. They would certainly be asked to bail out the retirees 
and there will be questions raised on due diligence, on negligence. 

Senator Faircloth. Oh, we would have hearings and all that. 

Mr. QuON. Yes. 

Senator Faircloth. But when the checks didn't go out, does the 
Federal Government say to the retirees tough. You just picked bad 
money and we're sorry for you. 

No. The American people will wind up bailing them out. 

Mr. Robinson, do you have something you wanted to say? 

Mr. Robinson. I just wanted to say one thing, Mr. Chairman. 

These pension funds, or even U.S. investment banks, for that 
matter, clearly perform normal, market-oriented due diligence. And 
Rule 144(A), as I understand it, is designed to take into accoimt 
the fact that these are big operations that are used to this process 
and are trusted without SEC oversight in some of these regards. 

But we have to draw the line and differentiate here. 

The Chinese government or the Russian government are not all 
the time anxious to be transparent about the genuine identity of 
these state-owned enterprises or their senior managers or about 
their global activities and those of subsidiaries and affiliates. 

That's putting it generously. 

Senator Faircloth. That might come as one of the better euphe- 
misms I've heard outside of a fdneral home. 

Mr. Robinson. Well, thank you— I think. 

The point is that we cannot take at face value some prospectus 
that these Chinese and Russian entities provide, necessarily, and 
say, OK, this is genuine investment quality. Let's go forward. 

We may need to have, for example, with these new reporting pro- 
cedures that you're going to hopefully have legislated into law in 
S. 1315, an opportunity to look on a quarterly basis at who these 



Digitized by 



GooglQ 



33 

foreign government entities are that have entered the market or 
that have applied to enter our market. 

We have a chance to have relevant Committees, including Senate 
IntelUgence, if necessary, on a closed-door basis, try to learn a little 
bit more about any kind of suspect entities here in the interest of 
protecting the American people. 

It's the U.S. Government that has national sources and methods 
of intelligence. Nobody is expecting that to be the case among U.S. 
investment banks or pension funds. 

It's outside of their purview. It's over their pay grade, whatever 
expression you want to use here. But the fact of the matter is that 
this is going to be a very meticulous, disguising effort and in many 
cases with these foreign government entities our investment com- 
mimity is, I think, going to benefit by some collegial backstopping 
from our Government from time to time to make sure that they're 
not putting their good name and reputation on some of these enti- 
ties that could commit very serious offenses against our security in- 
terests and those of our allies down the road. 

That's why, in my view, your legislation is indispensable. 

Senator Faircloth. Thank you. 

Mr. Fisher, would you care to comment on what's going on or 
coming into our economy in foreign bonds and stock, particularly 
the bonds? 

Mr. Fisher. Mr. Chairman, I share Mr. Robinson's concern com- 
pletely. It would be my hope that the office provided for in this bill 
would be of invaluable assistance to investors in helping to identify 
the character and the sponsorship of companies from China. 

If they do have an afliUation with the People's Liberation Army, 
then it would be of invaluable assistance to American investors to 
know this so as to decide for themselves whether to take this risk. 

I wholeheartedly believe that this is something we do need. 

Senator Faircloth. I thank you and I thank you all for coming. 

I think we have begun to open up something we need to pursue 
farther. We probably have just touched the very tip of the potential 
problem here. 

I still maintain that with this particular liability, no matter how 
many gradations or walls you might say are in between, if this for- 
eign investment collapses and it's held by U.S. pension funds and 
retirement accounts of m^gor entities, such as California or any of 
the other m^gor retirement funds, there just isn't anyone confused 
about what will happen. 

It will be at the door of Congress within the day, which means 
the door of the American taxpayers, to bail it out. 

There's no other way. 

The hearing is adjourned, and thank you for coming. 

Mr. Fisher. Thank you, Mr. Chairman. 

Mr. QuON. Thank you. 

Mr. Robinson. Thank you, Mr. Chairman. 

(Whereupon, at 12:05 p.m., the hearing was adjourned.) 

[Prepared statements and additional material supplied for the 
record follow:] 
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PREPARED 8TATEBIENT OF GERALD BJL SOLOMON 

A U.S. Representative in Ck)NORESS from the State of New York 
NOVEBfBER 5, 1997 

Mr. Chainnan, I want to thank you for extendinf^ me the privilege of testifying 
here before you on your panel. As you know, the sufagect relates to a most important 
matter of our economic and national security. 

I would also commend you, Mr. Chairman, for your prudence in leading the way 
and introduduE this identical piece of legislation, the "^.S. Market Security Act, 
in the Senate last week. It is a veiy forward-thinking measure and it is certainly 
comforting to me to Join in support of such a respected and influential Member of 
Congress as yourself That's why I am so proud to have sponsored the compKanion 
legislation, H.R. 2772, in the other body and to be here today to speak to its signifi- 
cance as we enter the next century. 

First and foremost, Mr. Chairman, let me just say that this legislation is in no 
way in response to, or in anticipation of, any speafic market trends. Let me be 
clear. I am in no way trying to predict or interfere with the tremendous firee market 
system which we have prospered under throughout the histoiy of this Nation. 

Before coming to Congress 20 years ago, i was a partner in an investment firm 
charged with t& awesome responsibility of investing the life savings of our clients. 
Back in those days, we dealt primarilv with a national economy. Today, it is hard 
to separate the national and the global economies and the investments that support 
them. 

That being said, I am here to try to preserve and enhance the safeguards we have 
in place that make our firee market trading system the envv of the world. What I 
mean is, Fm most concerned about protecting the access of the investor to the most 
accurate, fair, and sound information pertaining to stock listings so they can make 
educated, informed choices. That is what makes our system of trading on Wall 
Street and elsewhere in the firee market so successfiil; the sanctitv of the rights of 
the investor. As we enter a new century and new age of more global competition 
and globally-linked markets, it is imperative that we preserve those traits that have 
made American markets and the successes of the American investor second to none. 

Mr. Chairman, in large part, the reason our markets and our investors have re- 
mained so competitive and open is because of the yeoman's work of the Securities 
and Exchange Commission. They are charged with a tremendous task of making 
sure our markets and, most importantly, our investors, which include a growing 
population of middle- and working-class Americans whose retirement and pension 
funds are dependent on its success, are protected. That means making sure they are 
not manipulated through insider trading, questionable accounting methods, and a 
host of other mischievous activities. 

As a matter of fact, in many circles in the Federal Government, the SEC is often 
identified as the Marines of the civilian side of the Elxecutive Branch. That's be- 
cause, like the Marine Corps, they are lean, of single mind and puipose, and com- 
mitted to getting the job done no matter who they take on, even if it's Wall Street 
giants like Boesky and Milken. 

That's why the bill that I have introduced, along with you, Mr. Chairman, would 
place a sentry on guard within the SEC devoted to watcning and analyzing foreign 
stock listings that may be traded on our markets to make sure they comply with 
our highest standards in law. Specifically, the bill calls for a National Security Of- 
fice within the SEC that can devote its time to identifying any irregularities or ma- 
nipulation of foreign stocks which may threaten the security of our markets should 
our capital be invested in them. That goes for stocks from anywhere in the world. 

Why is this necessary? Well, it is both responsive to current trends and forward- 
looking to the age where economic warfare may supersede more traditional forms 
of warfare. With the emergence of the new global economy creating megamergers 
involving many foreign conglomerates, some of which are reported to involve inter- 
national Mafia connections and drug cartel monies, this Office of National Security 
within the SEC is an absolute must! 

In other words, we need a special watchdog agency specifically committed to mak- 
ing sure no entity can en^neer fluctuations that could brin^ our markets down. 
Just look at the repercussions we saw last week after a period of downswings in 
the Asian markets. Heaven forbid we were somehow more intimately tied to those 
markets. 

How might we be someday, you ask? Well, one foreseeable example would be the 
trading of People's Republic of China-owned companies on the stock exchange. The 
communist government in China is in the midst of offering a whole string of their 
controlled businesses on the Hong Kong markets with the intent of listing them on 
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the New York Stock Exchange. China Telecom is just the most recent to go up on 
the trading board. 

What's most disconcerting about that is the Communist Chinese ongoing commit- 
ment to Maixist/Leninism and a command economy. 

We all know that their economy is policy-driven and despite overtures from the 
PRC, including from President Jiang, the fact remains they are committed to an eco- 
nomic policy of communist government control. 

Don't just take my word for it. We need only to look again at the creed of the 
Chinese Communist Party and a whole host of recent press stories surrounding the 
Chinese government's involvement and the association of investors like Li Ka-sning 
with these so-called "red chip" offerings. 

A Bloomberg wire story from a few weeks ago says it all. It describes Minister 
Wu Jichuan's statement that the PRC would ease accounting rules to boost company 
profits. That is just cynical, manipulative, and direct evidence of fraud. The highest 
priority of American securities law is to provide accurate information to the Amer- 
ican investor, and the PRC's actions flout that objective. 

They effectively demonstrate the sort of concerns that should raise an alarm with 
all of us in Congress and drive home the need for an overseeing authority to exam- 
ine the prospects of having the fate of American capital and investors tied to com- 
munist gjovemment-controUed stock. 

That, in a nutshell, is the motivation for this bill. It is about safeguarding the 
hopes and dreams of Americans whose pension funds and financial security depend 
on the sanctity of our free market system. We need to make doubly sure that a 
cloud of uncertainty and manipulation never hangs over their future prosperity or 
that of our economy. 

Giving the SEC the authority and resources to stand guard against such en- 
croachments and attacks, Mr. Chairman, is what this bill is all about. 

I appreciate the opportunity to air these concerns before all of you today. I hope 
that this panel of distinguished Senators will sse the wisdom in building in this nec- 
essary shield for our invaluable market funds and economic principles against those 
who may seek to infiltrate and destroy them. 

Thank you. 



PREPARED STATEMENT OF ROGER W. ROBINSON, JR. 

President and CEO of RWR, Inc. 

AND Former Senior Director of International Economic 

Affairs at the National Security Council 

November 5, 1997 

Introduction 

Mr. Chairman, it is a privilege to appear before the Subcommittee today on an 
issue area that will, in my view, represent one of our principal U.S. national secu- 
rity concerns for the balance of this decade and the 21st century. The high-velocity, 
arcane world of global finance, specifically with regard to the private equity and 
debt markets, has never before, m peacetime, come into serious focus firom a na- 
tional security perspective. The ever-more sophisticated, complex venues in which 
foreien governments — particularly those considered emerging markets like China 
and Kussia — and related enterprises fund themselves and their elobal activities 
have resulted in a growth industrv for potentially debilitating new cnallenges to our 
Nation's vital security interests. Mr. Cnairman, passage of your bill, S. 1315— now 
sponsored in the House by Representative Geraid Solomon — would prove of historic 
significance in helping Congress and the U.S. security community curtail the both 
ironic and dangerous phenomenon of the American people unwittingly helping to fi- 
nance the activities of foreign governments and entities which contravene their fun- 
damental security interests and belief systems. 

Mr. Chairman, I come to this opportunity to testify today with more than 20 years 
of experience examining the national security dimensions of East-West financial 
flows. Over the past 12 years, I have been President and CEO of RWR, Inc., a small 
Washington-based consulting firm specializing in what I term ^'national interest"* 
projects and transactions internationally. Prior to forming the firm in September 
198i5, I served as Senior Director of International Economic Affairs at the Reagan 
National Security Council (March 1982-September 1985). During nearly 2 years of 
this period, I also served as Executive Secretary of the Senior Interdepartmental 
Group-International Economic Policy, the Cabinet-level body that reported through 
the National Security Advisor to the President. Before coming to government, I was 
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a Vice President in the International Department of the Chase Manhattan Bank 
with responsibihties for the bank's loan portfolio in the Soviet Union, Eastern Eu- 
rope, and Yugoslavia. During a portion ot this period, I had the privilege of serving 
as a staff assistant to former Chase Chairman, David Rockefeller. 
Consistent with your invitation letter to appear today, I intend to review briefly: 

(1) the evolving borrowin|[ activities of the former Soviet Union on Western markets; 

(2) the important financial and political benefits gained by foreign governments 
through participation in our debt and equity markets; (3) the m£gor reasons for why 
the American people's concern over certain foreign government entities will increase 
significantly; (4) the growing presence of Russia and China in these markets; and 
(5) coordinated actions which could be taken by Congress, the Executive Branch, 
and private U.S. market participants to help address the formidable national secu- 
rity risks attendant to global bad actors entering our markets — ^while avoiding cap- 
ital controls and other potential disruptions to the free flow of capital into and out 
of the United States. 

The Past as a Guide 

Before going into why, in my judgment, these relatively new security-related prob- 
lems in our debt and equity markets will be a matter of concern to a great many 
Americans across the political spectrum, it is instructive to look briefly at how the 
former Soviet Union funded itself and the bulk of its nefarious overseas activities. 
The same pattern is relevant to understanding the path of China's funding efforts 
and that of several other sovereign borrowers over the past two decades. 

The Soviets made substantial use of so-called *l>alance-of-payments'' or general 
purpose loans beginning in about the mid-1970's, most often arranged by syndicates 
of Western banks. Each syndicated loan made hundreds of millions of dollars in un- 
tied, undisciplined cash available to Moscow with no questions asked about where 
the money was going or how it was being used. General purpose borrowing was a 
bit expensive, but could be easily diverted by the Kremlin, in multibillion-dollar 
sums annually, to fund purposes often inimical to vital U.S. and Western security 
interests.^ As there were no hard currency-generating projects, self-liquidating en- 
ergy deals, or hard currency savings from import substitution underpinning these 
loans, it was all but inevitable that the U.S.S.K. would eventually overextend itself, 
given only about $30-40 billion in total annual hard currency income. To put this 
income level in perspective, it was about one-third of the annual revenues of one 
American company like General Motors or Exxon. 

To help whittle down its interest rates, in the late 1970's Moscow had the idea 
of double-flnancing one of its largest natural gas pipeline projects, the 1,700-mile 
Orenburg gas deal constructed to deliver gas from the Orenburg deposits located in 
the Caucasus to the West European gas grid. Although the Soviet-controlled Inter- 
national Investment Bank went to the Eurodollar market for some $2.2 billion in 
Western bank credits (in four separate syndicates) ostensibly to fund the purchase 
of wide-diameter pipe, compressors, turbines, and other Western equipment needed 
for the project, in fact, these imports were actually paid for in natural gas barter 
arrangements with the supplier countries. This double-financing gambit saved Mos- 
cow as much as one-quarter point off its normal market interest rate, as lenders 
in the West properly perceived project financing as a better risk than balance-of- 
payments loans. 

It was also during this 20-year window that Moscow broke the code on how to 
transform so-called interbank deposits — ^that is, the short-term deposits that banks 
routinely make with each other to earn money on excess cash and help facilitate 
money transfers — ^into nontransparent, medium-term loans. Similar to the practices 
of the Bank of Commerce and Credit International (BCCI) in later years, the Soviet 
Union possessed a network of subsidiary banks in Western capitals (which still ex- 
ists today) purposely incorporated as legal entities of those countries (e.g., Moscow 
Narodny Bank in London is legally a British bank). The primanr mission or busi- 
ness of these subsidiary banks was to deal in the interbank and foreign exchange 
markets, with the former ultimately serving as an off-the-books roughly $10 billion 
reserve checking account. In short, billions of dollars in Western bank deposits in 
Soviet-owned banks — repeatedly rolled over at maturity dates — ^were used to finance 
activities harmful to Western security interests. ^ 



^Interestingly, the Russian government has long argued that the country's powerful Mafia 
consolidated its grip due, in part, to easy access to unconditioned Western credits during the 
Gorbachev era. 

^For more on this subject see my op-ed prepared for The Washington Post entitled '^Moscow's 
Shell Game,"* June 22, 1986. 
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The VS. Bond Biarket ''Prize^ 

The ultimate prize for Moscow, however, was gaining access to the American bond 
market. Fortunately, the Soviet Union never attained this prize, although it did 
float some $1.8 billion in bonds in various Cr-7 capitals. What the Soviet Imion was 
after— and Russia has now secured — ^in gaining access to our bond market are the 
following important, national security-relevant benefits: 

• Access to large sums of relatively inexpensive, general purpose cash that can be 
used for any purpose the borrower has in mind (e.g., the $1 billion Russian gov- 
ernment bond offering issued in New York in November 1996). 

• The recruiting of a potentially large new group of Western lenders — ^including se- 
curities firms, pension funds, insurance companies, corporations, and even some 
individuals — thus diversifying away firom sole reliance on Western governments 
and commercial banks. 

• Avoidance of conditionality, discipline, and collateral in the process of attracting 
borrowed funds (e.e., a new avenue to circumvent compliance with IMF stand-by 
agreements as evidenced by the Russian bond last November issued tU a time 
when the IMF had suspended loan disbursements.) 

• The construction of politically-powerful new constituencies in the United States 
with vested financial interests in ensuring that the borrowing nation is not 
subject to future economic sanctions or other forms of international isolation and 
penalties. 

• Access to the U.S. bond market, over time, tends to create an incentive for earlv 
U.S. Government bail-outs in the case of a foreign liquidity, or even structural, 
crises which could damage scores of prominent American firms and possibly even 
millions of individual U.S. investors, witness Mexico (e.g., bonds cannot be re- 
scheduled, in part, because of the laree secondary market for such paper). 

• Interest rates that can be considerably lower than these sovereign borrowers and 
government-related enterprises are accustomed to paying, again as evidenced by 
the first Russian bond otfering since 1917, floatea last November at some 34o 
basis points over the 5-year U.S. Treasury note — ^a rate as competitive as that of 
Venezuela, India, and other better-known international borrowers.^ 

The fact that our eovemment and m^gor commercial banks recently participated 
in the multilateral 25-year rescheduling of some $100 billion in defaulted ISoviet 
debt owed to Western governments and banks should remind the Subcommittee of 
those in Western governments and markets who dismissed years of earlier warnings 
that Moscow's creditworthiness was in serious doubt and, indeed, unsustainable. 

Why Americana WUl Care 

In answer to the question "Why should average Americans care?" it is worth re- 
calling that American taxpayers lost to so-called reschedulings billions of dollars in 
government-guaranteed credits to both the U.S.S.R. and Iraq. In addition, there is 
some lingering irritation among the American people over the misuse of the Treas- 
ury Department's very short-term Elxchange Stabilization Fund to help structure a 
medium-term bail-out of Mexico during its peso crisis. New concerns over the U.S. 
taxpayer dimension of the current bail-outs underway in Southeast Asia (via direct 
U.S. official credits and contributions to IMF emergency loans) are in the news 
today. For these and other reasons, average American investors are paying more at- 
tention than ever to where their dollars are going and how they are being used by 
foreign government borrowers. The internet, and information revolution more gen- 
erally, have given expression to this intensified interest. 

In tact, the combination of economic, social, as well as political consciousness in 
the shaping of U.S. investor portfolios— by both fund mana^rs and individuals- 
is nothim^ new in the markets. In the former case, large institutional investors like 
the Calimmia Public Employee Retirement System (CSUJPERS) not only eschewed 
holding South African paper in their portfolio during the period of Nelson Mandela's 
incarceration, but at least in some cases, even holding the bonds and stocks of coun- 
tries and companies who did business with South Africa. This kind of discipline is 
also usual for investors in various "green" funds which invest only in enterprises 
and activities that are environmental^ sound. 

Accordingly, we can increasin^y eiq>ect Americans to choose their foreign invest- 
ments based, in part, on their behef systems and to scrutinize the "small print" con- 
oeminjg whidi foreign government-related enterprises are appropriate contributions 
to their portfolios. To help illustrate this trend, the following scenarios could unfold, 



*I would like to tabmit for the record a paper I jprepared for an Executive Branch interagency 
athering on Feb. 21, 1997 entitled ''Finaneiai SanetionM: How Might They Be Uted Again&t 
»r sponiored by the Nonproliforation Policy Education Center. 
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affecting interest groups in this country outside the financial and national security 
communities: ^ 

• Organized Labor. Over the past several months, the AFL-CIO has done some 
ground-breaking work on seelung to identify government-controlled enterprises 
connected with— or operated by — China's People s Liberation Army (PLA). A prin- 
cipal concern of this organization is to bar from the U.S. market Chinese products 
manufactured with forced labor. Imagine the AFL-CIO's membership discovering 
that their pension funds, or individual global market funds, contain stocks and 
bonds of some of those Chinese government entities either suspected of, or proven 
to be, involved in Be^ing^s large gula^ labor network. 

• Human Righta Organizations. Human rights advocates made a very valiant 
effort to be heard during the recent visit of Chinese President Jiang Zemin. Actor 
Richard Gere and other celebrities, for example, have helped bring attention to 
the plight of the repressed Tibetan people. These and other advocates would pre- 
sumably not be amused were they to learn that their investment portfolios (or 
those U.S. companies with whom they are affiliated) include the paper of, for ex- 
ample, a Hong Kong-based company which, in reality, reports to the large General 
Stair Department of China's Military Commission, which is ultimately responsible 
for the occupation of Tibet. 

• Religioua Activists. It would probably not be difficult to find religious activists 
in this country becoming unknowingly involved as investors with Russian, Chi- 
nese, and other foreign ^vemment entities which have, directly or indirectly, 
supported the subordination or crackdown of religions that are not on the short 
list of state-approved and -controlled relieious institutions. Similarly, the senior 
management of a seemingly benign Hong Kong firm could also be associated with 
Chinas religious persecution or forced abortion. 

• Pro-Democracy Advocates. Those who appropriately refuse to forget Tianan- 
men Square, and/or such other instances internationally of democratic ferment 
being crushed by authoritarian regimes, could well discover to their chagrin, if not 
outrage, that foes of freedom are benefiting from their unwitting portfolio deci- 
sions or those of fund managers. 

• Antiproliferation Community. Proliferation has been acknowledged bv Presi- 
dent Clinton to be one of the greatest threats to our security for the balance of 
this decade and beyond, yet it is increasingly likely that the investment portfolios 
of State and municipal governments of our countrv have been penetrated by some 
on the growine list of foreign government-controlled firms who have been named 
by U.S. and allied intelligence agencies (then leaked to the media) as contributing 
to the covert weapons procurement networks of rogue nations bent on acquiring 
chemical, biological, or nuclear weapons and the means to deliver them. 

• Taxpayer Protectors. A growing number of American organizations have dedi- 
cated their talents and resources to stop the fiow of what Uiey consider to be an 
excess of U.S. taxpayer funds to undeserving foreign governments which have en- 
countered liquidi^ crises (or worse) due largely to nontransparent and corrupt 
banking systems, the squandering of revenues and reserves to prop up inefficient 
state-run enterprises, and grandiose infrastructure development. As mentioned 
earlier, the undisciplined issuing of nonreschedulable bonds by these foreign gov- 
ernments could eventually require a series of U.S. and Western taxpayer bail-outs 
(led by the IMF and other multilateral financial organizations) because, in part, 
of initially inadequate scrutiny by relevant U.S. Government agencies (e.g., Indo- 
nesia, Malaysia, Thailand, etc.). 

The Gazprom Bond Precedent 

Consider the stakes in the current Gazprom bond/Ex-Im Bank drama that were 
subjects of powerful Senate Banking Committee hearings last week (October 30, 
1997).^ Committee Chairman Alfonse D'Amato made the Key point at the outset of 



^Althoujdi proliferation should be properly considered a "national securit}^ concern, I none- 
theless included a brief subsection on this pressing issue which cuts across potentially all of 
these interest groups. 

^In fact, Gazprom's $1 billion convertible bond offering scheduled for next month will likely 
be followed by some $5 billion or more in additional bond offerin|;8 on world markets in the next 
couple of years — ^including the American bond market — ^to help fmance the estimated $45 billion 
price tag for the lonff-deXayed second strand of the 3,600-mile Siberian gas pipeline from the 
Yamal ^ninsula to the West European gas grid. This is the same second strand that was killed 
in 1982-1983 by President Reagan s resolve not to permit this vast, two-strand project to go for- 
ward while Moscow was massing troops on the Polish border and sponsoring martial law in that 
eountry. The hard currencr^ cost to the Kremlin of the resulting 2-year d^y in completion of 
the first strand of the pipeune project and the now 15-year delay in the completion of the second 
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the hearings that it was the Clinton Administration — in the person of former Under 
Secretary of State for Policy, Peter TamofF— which supplied the following analysis 
to the same Committee in November 1995, ''A straight line links Iran's oil in- 
come and its ability to sponsor terrorism, build weapons of mass destruc- 
tion, and acquire sophisticated armaments. Any government or private 
company that helps Iran to expand its oil must accept that it is contribut- 
ing to this menacer^Emphasis added.) Clearly, financing, among other forms of 
'lielp," is^^Uuded to in this statement. 

The most immediate national security challenge posed by the Total/Gazprom/ 
Petronas consortium proceeding with its $2 billion contract with Tehran to develop 
the off-shore South Pars natural gas deposits is, in the bipartisan view of the Com- 
mittee, that the revenues flowing to Iran from this deal will help facilitate, and even 
accelerate, Iran's long-range ballistic missile and nuclear weapons programs. With 
the Iranian Shahad-3 and Shahad-4 missiles as little as 18 months away from com- 
ing on line — the latter with a range of some 1,250 miles, enabling it to strike Tel 
Aviv and Western Europe — the roughly $1.75 billion in combined U.S. taxpayer and 
private investor funds scheduled to tie made available to Gazprom in the coming 
months is seen by several Senators as a bridge too far. Indeed, it is unusual to have 
such a dramatic interdiction effort by Members of Congress and, among others, the 
Jewish community of this country. 

To make matters worse, the backdrop of this violation of the Iran-Libyan Sanc- 
tions Act by France, Russia, and Malaysia (as these firms are intimately tied to 
their respective governments) is particularly ominous in the following ways: 

• Iran and Russia have substantially bolstered their ''strategic partnership** over 
the past year or so. That partnership has included the Russian supply and con- 
struction of weapons-relevant nuclear reactors over U.S. objection, aovanced Rus- 
sian missile technology sales, and the intensification of coordinated pressure on 

Sro-Westem Azerba^an in the Caspian Sea Basin, 
lussia, France, and China are also cooperating to undermine further the U.N. 
sanctions against Iraq — ^which many observers now cite as a principal catalyst for 
Saddam's latest, dangerous confrontation with the West. 

• Russia's support for former Bosnian Serb President Radovan Karadzic, its disrup- 
tive actions in Macedonia — ^where Moscow is seeking to terminate the U.N. peace- 
keeping mission there — ^and its determination to complete the irretrievably-flawed 
WeR 440 nuclear reactor complex in Juragua, Cuba, bode ill for a constructive 
U.S.-Russia relationship or a smooth enlargement of NATO. 

• For his part, French Prime Minister Lionel Jospin did not do his country a service 
with his overlv ebullient reaction to the announcement of the Total contract with 
Tehran. The met that he ''rejoiced" over the contract award was cited during Uie 
October 30 hearings with disappointment and disgust by Senator D'Amato as well 
as Senator Christopher Dodd, former General Chair of the Democratic National 
Committee. 

Although it remains unclear at this writing if the extraordinary statements made 
by Senators on both sides of the aisle during the October 30 Senate Banking Com- 
mittee hearings® will translate into significant diminution of U.S. commercial bank 
disbursements to Gazprom suppliers under the $750 million Elx-Im Bank loan guar- 
antee program or the company^ billion-dollar bond offering, one thing is clear The 
Congress increasingly recognizes the serious nationstl securi^ dimensions 
attendant to certain Russian, Chinese, and other foreign bond offerings 
and equity issues on UJ3. capital markets. 



strand was as much as $9-12 billion annually (depending on demand) during a period when 
total Soviet hard currency income was only about $32 billion a year. 

Unfortunately for Gazprom, the U.S. financial markets represent, according to some reports, 
60 percent or more of its global borrowing capacity. This could mean that any substantial reduc- 
tion in acceu to the U.S. bond and commercial bank markets could leave the company with a 
$2-3 billion short-fall in its hard currency funding requirements for the second strand. Clearly, 
the Russian i^ovemment, and its sunrofate Gazprom, did not make the connection between 
participating m the Total consortium wim Tehran and the possible damage to its bond offering 
m the united States in basically the same time frame. Similarly, the Chinese government may 
not, as yet, have connected the dots between the precedential congressional challenge to the 
Gazprom bond and its own robust expansion plans for Chinese government-controlled enter- 
prises in the U.S. capital markets. 

*Mr. Chairman, I would like to submit for the record of this hearing a paper produced by 
the William J. Casey Institute of the Center for Security Policy entitled '*Sen. D'Amato's Com- 
mittee Serves Notice On Those Who Aid And Abet U.S. Adversaries: No Fund-Raising On Amer- 
ican MarkeU" (No. 97-C 161, 30 October 1997). 
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China Bonds 

Naturally, the dramatic market events of the past 10 days — and the catalytic role 
of Asian governments — ^have focused the attention of the American people on our 
debt and ecjuity markets perhaps as never before. An imjsortant reason for this is 
the sharp increase in the participation of small investors in the U.S. stock market 
in particular, where reportedly some 40 percent of our total adult population is now 
engaged. 

With the Asian '"miracle" at least temporarily in disrepair, the public would now 
be well served by a close examination of the scope of involvement of the Chinese 
government-related enterprises in our markets. Chinese government-controlled en- 
terprises have issued roughly 80 bonds on global markets since 1988, nearly 40 of 
which were denominated in U.S. dollars. The bulk of these dollar-denominated 
bonds were floated on the U.S. bond market. (Japan is the other Gr-7 nation with 
substantial Chinese paper in its markets. )'^ 

According to year-end 1996 statistics, China has issued about $6.75 billion in 
dollar-denominated bonds, the bulk of this amount in the U.S. market. Although 
there are over a dozen different Chinese state borrowers now involved in our bond 
market, it is interesting to note that just three borrowers — ^the government of the 
People's Republic of China (borrowing under its own name), China International 
Trust and Investment Corporation (CiTIC), and the Bank of China — ^make up ap- 
proximately 65-70 percent of this total (some $4.4 billion). Speciflcally, the PRC has 
an estimated $2.7 billion in dollar-denominated bonds outstanding, while CITIC has 
about $800 million and the Bank of China an estimated $850 milhon. 

CITIC 

At least one or two of these Chinese government-controlled borrowers on the 
American bond market have backgrounds which raise legitimate national security 
questions. Take, for example, the large Chinese ""red chip,"* CITIC, which has some 
$23 billion in total assets. This important financial and industrial conglomerate is 
chaired by Wang Jun, the controversial arms dealer who met with President Clinton 
at a coffee klatch on February 6, 1996. Wan^ Jun is also Chairman of Poly Tech- 
nologies, a large company reportedly dealing in arms sales (among other activities). 
Poly Technologies was allegedly involved in a major scheme to smuggle some 2,000 
AK-47 assault rifles to West Coast street gangs and planned for future lethal arms 
sales (including shoulder-launched surface-to-air missiles). Fortunately, the FBI in- 
terdicted this nrst shipment. 

When the U.S. media attention focused on Wang Jun's session with the President, 
Mr. Clinton termed the meeting "clearly inappropriate.** Indeed, today Wang Jun re- 
portedly cannot obtain a visa to visit this country. Given these circumstances, it 
seems fair to ask some questions: 

• If it is ""clearly inappropriate** for the President to have met with Wang Jun and 
he is denied entry into the United States, is it appropriate that the company he 
heads has issued some $800 million in bonds in our markets? 

• What do CITIC prospectuses cite with regard to the company's association with 
Poly Technologies (a reportedly 50 percent subsidiary of CITIC until 1985)? Is the 
fact mentionea that CITIC's chairman is also chairman of this military-related 
firm? Does not CITIC reportedly still own a piece of Poly Technologies through 
an intermediary company. Continental Mariner? 

• It has likewise been reported that U.S. intelligence sources believe that CITIC ac- 
tually reports to the General Staff Department of China's Military Commission, 
not the State Council as is advertised. Is this suspicion reflected in any publicly 
available materials for prospective U.S. investors? 

Bank of China 

Consider the Bank of China and its role as the banking intermediary for pay- 
ments to Arkansas restauranteur Charlie Trie, who was accused of illegal campaign 
donations in the 1996 elections and is under investigation for possible other felonies, 
including espionage. It could be that the Bank of China was only performing a nor- 
mal banking function and not part of any illegal activity. Nevertheless, it is interest- 
ing to note that the Federal Reserve has not acted for some 2 years on the Bank 
of China's request to open a branch in San Francisco, reportedly because of concern 
over abuses allegedly involving the bank. The question is: Is it not prudent to take 
a closer look at the Bank of China when it comes to New York for its next dollar- 
denominated bond offering? 



^ China has also issued bonds in Hong Kong dollars, Swiss Francs, and, much more recently, 
Deutschemarks. 



Digitized by 



Qoo^^ 



41 

The PRC Government 

Finally, when the borrower is the People's Republic of China, where did the esti- 
mated $2.7 billion in bond proceeds ultimately end up? Hope^Uy, a portion of these 
funds did not find their way to help pay for the new DF-31 mobile ICBM, the new 
JL-2 submarine-launched ICBM, or any other sophisticated, world-class military 
systems, which will be targeted at the United States and our assets overseas. Many 
Americans with human rights and other concerns may also seek to ensure that PRC 
bond offerings are not funding, for example, enterprises involved in suppressing any 
individual freedoms. 

The purpose here is not to cast aspersions on all of the Chinese borrowers or fund- 
raisers in our markets, or to propose the suspension of any borrowers or equity issu- 
ers on the basis of what we know today. It is rather to affirm, Mr. Chairman, that 
greater security-related disclosure and screening is urgently required if we are to 
build a more cooperative and sustainable bilateral relationship with China. 

The Easy Way or the Hard Way 

Most U.S. market players, firankly, view the notion of achieving enhanced national 
security-related surveillance of these markets as an anti-free market activity which 
is doomed to fail. Some understand, however, that it is not a matter of if but when 
a migor geopolitical incident occurs which will focus the wrong kind of public atten- 
tion on the U.S. corporate suppliers and finders involved with such a foreign client. 
For example, when a weapon of mass destruction is fired on a ballistic missile in 
anger, it is easy to imagine the intensity of the recriminations that would be di- 
rected at those who may be seen to have helped make that heinous act possible.^ 

In the case of such a tragedy, with possibly tens of thousands of casualties, will 
U.S. investment banks and others want to face the onslaught of potential congres- 
sional and media attention alone? Alternatively, would such U.S. urms prefer point- 
ing to a good faith partnership with the appropriate Executive Branch agencies and 
congressional committees? Perhaps these U.S. Government agencies and committees 
could backstop the internal efforts made bv these firms originally to "snakecheck" 
the foreign borrower or equity issuer who later committed, or was implicated, in a 
global crime. With some 20 countries, according to the CIA, currently expected to 
acquire weapons of mass destruction and ballistic missile delivery systems by the 
turn of the centuxy, this scenario is not far-fetched. 

Even if this chilly prospect seems remote to some on Wall Street, consider some 
of the new, unsavorv cadre of potential U.S. investment bank '^customers" which 
could end up being legitimatized throu^^h access to our capital markets and most 
prestigious firms — not to mention the immense financial and political benefits of 
same: proliferators, terrorist-sponsoring nations and groups, national military estab- 
lishments, intelligence and technology theft front companies, organized crime syn- 
dicates, drug cartels, arms smugglers, and money launclerers. 

Should investment banks and other capital market participants wish to tackle 
this admittedly complex problem internally — acknowledging that no perfect system 
can be constructed — it would certainly go a long way toward advancing this coun- 
try's security interests. After all, what would be wrong with explaining to any pro- 
spective customers and the marketplace that the firm is now persuaded that subtle 
penetration of our markets by undesirable foreign government-related fund-raisers 
(who are not what they purport to be in prospectuses) is already underway? This 
kind of additional, security-related due diligence is now warranted. 

Instituting new types of disclosure to create appropriate investor transparency at 
the front-end of these prospective offerings by foreign fund-raisers could make an 
incalculable difference in curtailing opportunities for those covertly dedicated to un- 
dermining U.S. and other democratic interests. The alternative would be to stand 
by and watch the American people innocently funding — ^through their pension funds, 
mutual funds, and other means — ^those who would directly or indirectly harm this 
country and their deeply held values. 

Conclusion 

Mr. Chairman, I believe we all want to see China, Russia, and other emerging 
market participants make steady gains in the direction of free markets, democratic 
institution-building, human rights, religious freedom, and a civilized, benign foreign 
policy. There are certainly genuine merits to most of the openings created by the 
U.S. and global business communities in these countries, particularly the devolving 
of authority away from the state and toward the entrepreneurial individual. Never- 
theless, we just are not going to achieve these common goals and successfully bring 



* In this connection, it is useful to remember the appropriate criticism of the Bush Administra- 
tion's pre-war support for Saddam Hussein, better known as the Iraqgate scandal. 
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China, Russia, and others into Western political institutions and financial and trad- 
ing systems in the absence of adequate discipline, transparency, and conditionality 
with regard to U.S. financing of prospective adversaries or those who would aid and 
abet them. Such discipline and transparency are clearly inadequate today. 

At the end of the day, I believe it all comes down to sustainabilitv. When the re- 
spected U.S. foreign policy figures characterize those in Congress and elsewhere who 
would seek to impose some modicum of security-minded disclosure, transparency, 
and discipline on foreign entrants to our markets as reckless and counterproductive, 
they are, in my view, promoting an unsustainable and potentially dangerous U.S. 
policy. 

Mr. Chairman, an appropriate balance must be struck between U.S. capital mar- 
kets and our national security. Practically none of the public or private sector pro- 
fessionals I have spoken to with respect to this major, emerging national security 
challenge over the past decade had any interest in unnecessarily disadvantaging 
U.S. fixTis and driving business offshore, often ri^ht to foreign competitors. Equally 
strong, however, was the sentiment that continuing to ignore this burgeoning, for- 
eign government-sponsored use of our capital markets by wrong-doers in the guise 
of normal market participants was simply intolerable. 

I am confident that you and most of your Senate colleagues on the Banking Com- 
mittee have already chosen — ^in hopefully rare circumstances — ^which set of consider- 
ations must ultimately prevail. The U.S. Market Security Act is an indispensable 
first step in putting into place a sensible monitoring or screening process which 
seeks to protect, in a nondisruptive, prudent fashion, the national securitv interests 
of the United States against an increasingly sophisticated array of global bad actors. 
As called for in this historic legislation, our allies, catalyzed by U-7 action under 
U.S. leadership, should also proceed with formulating similar market surveillance 
mechanisms as the affected security concerns are, more often than not, common 
ones. The mere creation of an Office of National Security at the SEC would send 
an important signal to the would-be or actual bad actors seeking funding from the 
American people. Without any proposed capital controls or explicit enforcement meas- 
ures, the U.S. Market Security Act of 1997 contains a clear message: The relevant 
Committees of Congress — ^including Banking, Foreign Relations, and Intelligence — 
are now watching, even if most in the Executive Branch and the markets remain 
perilously dismissive of this complicated 21st century security challenge for this 
country and our allies. 

Regrettably, the prospect of potentially devastating consequences stemming from 
largely unchecked foreign access to our markets will only expand from here, barring 
the passage of S. 1315 or a similar bill which institutes security-minded disclosure 
and transparency in order to inform and benefit U.S. investors, particularly those 
not on Wall Street. Fortunately, leadership is coming from Congress on this familv 
of financial issues, including that from Senators D'Amato, Brownback, McConnell, 
Mack (who introduced S. 1083 on July 29, 1997), Kyi, Bennett, and Dodd. In the 
House, Representative Solomon is taking the lead in support of these new reporting 
requirements. 

Should we fail to step up to this new national security monitoring effort at the 
Federal level on a balanced, carefiilly-crafted basis, there is little doubt that it will 
be taken on at the State and municipal levels in a blunter manner which would 
likely prove more chilling to our highly successful capital markets. Make no mis- 
take, Mr. Chairman, this public policy concern has potentially powerful grass roots 
elements.^ Once they have been informed, the American people will not sign on to 
foreign government-related debt and equity issues of just any stripe or be success- 
fully wooed by those who view passive introduction of some of this Nation's foremost 
security concerns into the already-existing disclosure requirements of our capital 
markets as extraneous and unwanted intervention. 

Thank you for this opportunity. 



® Achieving some understanding of the way these new financial security issues resonate at the 
grass roots level was greatly advanced by many *1utchen table** discussions with Dan Davis, 
M.PA. He will be missed. 
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21 February 1997 
FINANCUL SANCTIONS: 
HOW MIGHT THEY BE USED AGAINST PROUFERATORS? 



Prq)ared for the Nonproliferacion Policy Education Center 

by Roger W. Robinson, Jr., President, RWR Inc. 

and Former Senior Director of International Economic Affoin 

at die National Security Council 

Introduction: A Low Point for Trade Sanctions 

It is probably fair to say chat die exercise of trade-related sanaions is as unpopular 
among alliance partners of die Unites States today as at anytime since die early 1980' s. Our 
European friends in panicular still vividly recall die Reagan Administration's Poland-related 
Siberian gas pipeline sanctions which ultimately catalyzed - after much acrimony - a 
security-minded allied consensus on East- West trade, financial, energy and technology flows 
which was memorialized in die Williamsburg Economic Summit declaration of May 1983. 



Today, die catalysts for heightened alliance tensions - at least in die eyes of Europe 
and Canada - are principally die Helms-Burton legislative sanctions against Cuba and diose 
measures proposed by Senator D'Amato with regard to restricting energy trade widi Iran and 
Libya. Basically, die same key issues have been forced to die forefront of diis debate as 
occurred in 1982: die ideological gulf which exists between die allies and die United States 
concerning how best ~ engagement or isolation/penalties - to accelerate die demise of odious, 
audioritarian regimes; die desire to preserve contract sanctity; die determination to oppose 
extraterritoriality; and die primacy which die allies routinely place on maintaining exports and 
job growth. 



In certain past circumstances, some of diese arguments against die use of trade 
sanctions have had merit, particularly when viewed in die context of trying to constiua an 
orderly, consistent global trading system and avoid gratuitous export and job losses for, at 
times, questionable foreign policy gains. In short, trade sanctions have seemingly given all 
economic sanctions a bad name. This development is as unfortunate as it is potentially 
harmful to America's ability to forge unified allied responses to such dangerous activities as, 
for example, die proliferation of weapons capable of mass destruction (WCMD's) and large 
missile delivery systems. 

Will Economic Sanctions Survive? 

The fact is diat with over twenty countries estimated to be engaged in covertly 
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acquiring WCMD's and the means to deliver them, as well as the emergence of ever more 
ominous forms of terrorism, economic sanctions will not ^e away as many opponents of 
diese policy tools might wish. Indeed, it is virtually certain that many in the Congress and an 
influential pan of the media would demand economic and other types of retaliation against 
those panies who icnowingly aid and abet acts of aggression against the U.S., not to mention 
any government or group directly involved. 

This will be the case so long as economic sanctions represent the only credible middle 
ground between diplomatic demarches and military action. Recent history provides a litany of 
examples - from the Conoco case in Iran to die President's signing of Helms-Burton ~ of the 
Congress becoming frustrated with efforts by die Executive Branch to preserve perceived 
strategic relationships, U.S. exports and alliance unity virtually irrespective of the offense 
(short of direct direats to America's security). 

Financial Sanctions: A Better Way? 

Given die political utility of economic sanctions , it is probably useful to search for 
instruments with fewer deficiencies and less political and trade-related blow-back dian 
traditional trade sanctions. Here, die carefully-crafted, targeted use of financial sanctions 
offers some distinct advantages: I) diey can be a less blunt instrument dian a direa 
interruption of trade: and 2) they are more likely to be effective in deterring die undesirable 
behavior of foreign nations. 

What kind of financial arrangements could best serve as sanctions? Regrettably, there 
is no convenient list available, particularly given die modest use of financial sanctions to date. 
Broadly speaking, however, unilateral government or private sector sanctions could be applied, 
as well as multilateral varieties. For example, die American government could unilaterally put 
at risk to suspected or known proliferators die availability of U.S. Export-Import Bank 
(Eximbank) and/or Overseas Private Investment Corporation(OPIC) direct credits, loan 
guarantees and insurance coverage. 

On die multilateral government front, access to Paris Club debt reschedulings (for 
counaies like Iran and Syria), die IMF/World Bank and other multinational financial 
institutions could likewise be withheld in whole or in pan. In die private sector, die access of 
offending companies or counaies to die U.S. securities and interbank deposit markets as well 
as more traditional commercial bank loans could also be leveraged. 

In diis private sector category, proliferating nations are increasingly selecting die 
Western securities markets as a preferred fiinding mechanism. To illustrate diis point, China 
has issued roughly 75 bonds since 1988, 36 of diem denominated in U.S. dollan. The issuing 
of bonds and shon-term notes has a number of advantages for countries and dieir state-owned 
companies, among diem: 

• Access to large sums of relatively inexpensive, general purpose cash that can be used 
for almost any purpose die borrower has in mind. 
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• The recrutting of an entirely new gnnip of lenders -including securities firms, pension 
funds, insurance companies, corporations and even individuals - diversifying away 
from sole reliance on Western governments and commercial banks. 

• Avoidance of conditional ity. discipline and collateral in the process of attracting 
borrowed fiinds (e.g.. a new avenue to circumvent the compliance milestones embodied 
in IMF stand-by arrangements). 

• The construction of politically-powerfiil new constituencies in Western nations with a 
vested financial interest in ensuring chat die borrowing nation is not subject to future 
economic sanctions or other forms of international isolation and penalties. 

• The non-reschedulable character of bonds (because, in part, of the large secondary 
market for such instruments) evident in the recent Mexico case, tends to create an 
incentive on the pan of Western governments to intervene in die event of a liquidity 
crisis which could do damage to scores of prominent firms and possibly thousands of 
investors. 

• The interest rates can be considerably lower dian these sovereign borrowers are 
accustomed to paying, witness Russia this past November attracting SI billion for five 
years for its first bond offiering since 1917 at some 3.45 percent of die five year U.S. 
Treasury note - a rate as competitive as that of Venezuela, Mexico, India and odier 
better-known international borrowers. 

Given diis list of financial and geo-political benefits to proliferators of going to die 
U.S. and other Western securities markets, a national security-oriented evaluation of diese 
funding activities by die Executive Branch and the Congress is overdue. Similarly, diere are 
significant advantages to die ability of proliferating nations to have dieir banks attract deposits 
from other banking institutions in the so-called interbank deposit market. These normal bank- 
to-bank deposit arrangements have, in die past, equipped nations like die former Soviet Union 
to bid successfully for deposits from Western banks for as litde as 1/16 of 1 % over die cost of 
funds (i.e., die London Interbank Offered Rate). 

The USSR made important use of diese interbank deposit activities by deploying its 
network of some seven subsidiary banks established in major financial capitals in die West. 
Speci&aily, diese inexpensive, general purpose cash deposits were routinely "rolled over" at 
maturity, diereby creating medium-term borrowing from what are typically shon-term money 
movements (i.e., of up to six months duration) 

These largely "below-die-line" borrowings were dien diverted, from time to time, by 
Moscow to fund activities harmtiil to Western security interests (e.g., to finance technology 
theft, insurgencies, client-state support, espionage activities, etc.). The infamous BCCI 
likewise specialized in attracting deposits as its principal source of funding for die nefarious 
acdvities of its management. 

A common du^ad between a prolifierator issuing general purpose, sovereign bonds and 
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attracting unfettered cash from the global interbank deposit market is that there are no 
underlying trade transactions which would be disrupted in the event that sanctions were applied 
to resaict diese activities. (This would not be the case, for example, in denying or 
interrupting U.S. Eximbank credit guarantees or project-related commercial bank loans.) 

The U.S. has considerable leverage in the global financial markets - leverage diat is 
less pronounced in die trade area. The reason for diis is simple: Generally, proliferator 
nations are strapped for cash and require access to inexpensive and diverse finding sources in 
die West. Western lenders, in turn, have no undue dependancy on die practice of helping 
underwrite proliferaiors. 

The U.S. remains a leader in global finance. Any significant limitations on die ability 
of proliferators, for example, to issue securities in diis country,- even if applied unilaterally - 
could increase die cost of borrowing for diat targeted nation worldwide. It is even possible 
diai die perceived decline in creditwonhiness associated with U.S. financial sanctions against a 
sovereign borrower could be such as to reduce, if not foreclose altogedier, a number of 
important borrowing and funding options for diat nauon elsewhere. 

Is The Bark As Good As The Bite? 

A recent example of die potential of financial sanctions involves an effort a few mondis 
ago by Holocaust survivors to persuade die Federal Reserve to suspend die licenses of diree 
major Swiss banks operating in die United States. A letter to William McOonough, President 
of die New York Federal Reserve in December of last year from attorneys of a group of 
survivors stated, 'No banking institudon should be permitted die privilege of conducting 
business in diis country which has committed and participated in the commission of violations 
of international law. " 

The Governor of New York, die Mayor of New York City, other officials and 
organizations ~ notably, die World Jewish Congress - made clear to diese banking institutk)ns 
diat it would not be "business as usual* in New York City or perhaps elsewhere in die U.S. if 
die government of Switzerland, as well as leading Swiss banks and businesses, continued to 
resist demands for some restitution for Holocaust victims. An article by Alan Cowell in die 
New York Times of 24 January 1997 acknowledged diat a combination of diese 
financial-oriented pressures were decisive in producing die desired result: The change in Swiss 
polk:y seemed to indicate diat die audiorities here had come round to sharing die view of some 
of die country's main banks diat a political gesture was required to defuse a stubborn crisis 
that could damage the Swiss banking industry and economy as a whole, * (Emphasis added.) 

Another example of die successful use of the direat of U.S. financial sanctbns took 
place in late 1995 in die proliferatk)n portfolio. At that dme, die U.S. intelligence community 
recorded scientific and technical activity at India's Pokaran test site in die Rajasthan desen 
pointing to an imminent nuclear test. The State Department declared India's intention to 
detonate a weapon "a serious sed)ack to non-prolifieration efforts. "The Indian government 
flady denied diat any test preparations were underway and diere seemed to be an impasse. 
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According to the Nonproiiferation Policy Education Center, a detailed briefing by our 
Ambassador to India to the New Delhi government on the provisions of the Nuclear 
Proliferation Prevention Act of 1994 had a sobering effect on Indian officialdom. Specifically, 
potential restrictions diat could be imposed pursuant to diat law on India's borrowing from 
U.S. commercial banks reportedly served as one of the most persuasive elements of 
Washington's campaign to forestall the Indian test. 

In Serbia, the so-called ** outer wall" of allied financial sanctions against that country 
have had a serious impaa on Belgrade's efforts to fiind its activities and keep its banking 
system solvent. Indeed, a Financial Times article of 20 February 1997 entitled "^Serb Banks 
Teeter on Edge of Abyss" makes clear diat even the Serbian governments' freezing of some 
S4.7 billion in foreign currency accounts held in state banks some six years ago has not averted 
a domestic banking crisis. It is estimated that at least SI. 5 billion is needed to recapitalize 
Serbia's major banks, an amount currently out of reach given the denial of IMF availability 
and access to external creditors. As a result, less dian 10% of all financial transactions in the 
county are reportedly conducted through the banking system. 

Even in the last several days, some in the Congress, have on a bipartisan basis 
demonstrated their willingness to move increasingly into the financial sanctions arena with die 
introduction on 13 February of the "Prohibition on Financial Transactions With Countries 
Supporting Terrorism Act of 1997," co-sponsored by Rep. Charles Schumer (D-NY) and Rep. 
Bill McCollum(R-FL). Although diis legislation is designed to interdict a broad variety of 
business transactions between American firms and certain terrorist-sponsoring nations 
(currently permitted due to Administration-sponsored regulatory loopholes) - notably U.S. 
exports to Syria averaging some $212 million over die past two years ~ it could add anodier 
valuable weapon to the U.S. government's arsenal for combatting threatening foreign 
activities. 

Let me make a prediction wiUi regard to the future of such U.S. legislative initiatives: 
Access to U.S. taxpayer funds (or contingent liabilities, such as credit guarantees) will be 
increasingly proscribed for suspected or known prolifierators. Due to die uncertain financial 
condition of most proliferating nations, even diis rather straightforward prohibiten could 
prove debilitating. Few commercial banks, private insurance companies and other such 
institutions are prepared to lend money to such nations - even in suppon of die exports of 
valued U.S. clients - wiUiout substantial risk coverage via taxpayer-underwritten loan 
guarantees or reinsurance like diat provided by Eximbank and OPIC. Accordingly, die U.S. 
market could, in effect, be closed to borrowers who are connected to activities deemed 
harmful to U.S. security interests simply by means of taking die U.S. taxpayer out of die 
lending equation. 

Tbe Downside of Financial Sancdoos 

A persuasive case can be made diat most governments - whether allies or adversaries 
of die United States ~ are keen to avoid die dreaded use of so-called 'capital controls. " 
Opening diis potential Pandora's Box, it has been argued, should be eschewed even in die 
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presence of national security concerns for fear of sending a chili dirough the delicately- 
balanced global currency, equities and financial markets. The same experts at the Treasury 
Department and elsewhere would likely assen that the increased use of financial sanctions by 
the U.S. could translate into a contraction of the foreign funds available to finance our fiscal 
deficit, leading to higher interest rates and other serious domestic economic ills. 

Indeed, it is difficult to deny die possibility and, in some cases, die likelihood that 
various forms of retaliation against die U.S. would occur from die use of diese measures - not 
to memion possible damage to America's reputation as a bastion of die free flow of capital. 
Nevertheless, it is also important to consider die consequences of foiling to make appropriaie 
use of the financial sanctions option, as die stakes associated with global prolifieration and 
odier security-related challenges to diis country grow inexorably. 

While it appears that die mere threat of financial sanctions can have a deterrent effea 
on foreign governments and fums and/or cause such governments to accede to legitimate U.S. 
concerns, there can be no bluffing in diis area. Accordingly, die U.S. would want to use such 
sanctions sparingly and only for die most serious, national security-related challenges. It 
should establish a new set of intelligence requirements if it is to cross die financial sanctions 
threshold. Specifically, it would be necessary to step up die use of intelligence sources and 
methods in the effort to follow elicit money trails, Idenufy die true identity and activities of 
suspea foreign borrowers (including bond issuers), disrupt money transfers and accounts of 
proliferators and dedicate more resources to tracking die sources and uses of fiinds and 
financing requirements of diose nations direatening important U.S. security interests. 

Condusion 

In conclusion. Congressional hearings, increased media attentton and public debate 
could diemselves help discipline die actions of would-be proliferators. Moves establishing die 
future use of financial sanaions as a distinct U.S. option could impress upon diese violators 
diat die heretofore manageable costs associated with dieir deadly activities - a fimaion of die 
difficulty in enforcing trade sanctions - are about to increase substantially. The deterrent 
value of such an option may be particularly powerful to die extent diat such sanctions are 
recognized as entailing bodi more ''bite'* on die target nations or odier entities and arguably 
less collateral damage to die user. In addition, die relative novelty of applying diis approach 
to proliferators means diat it has not been discounted on die basis of past experience of 
countries like China, Iran, Iraq, Russia, Pakistan, Syria, India and Libya diat have 
successfully widistood die effects of various punitive trade measures. 

Finally, we should view financial measures of die kinds described above as instruments 
of foreign and national security policy in dieir own right - not merely an alternative to trade 
sanctions. Although a great deal more work is required to craft such policy tools - as well as 
to persuade our alliance partners to participate in such a process - it is far better to act now. 
To do odierwise invites a less dioughtfiil and more rash "lashing out' by die Congress, and 
perhaps even by die Executive branch, in die event diat other measures are seen to have fuled 
in preventing die direat or use of weapons capable of mass destruction against American 
interests or allies. 
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Sen. D*Amato's Committee Serves Notice On Those Who aid And 

ABET U.S. ADVERSARIES: NO FUND-RaISING ON AMERICAN MARKETS 

(Washington, D.C.): The Senate Banking Committee made history today. Under the 
leadership of its Chainnan Alfonse D'Amato (R-NY), the Clinton Administration, U.S. 
investment banlcen and other financial institutions - both public and private sector - and 
foreign governments were warned by Senator after Senator Those in violation of U^ 
sanctions law or who engage in other activities inimical to American national security 
interests will be denied, in Sen. D'Amato's words, the '^privilege'* of raising capital in 
this country's markets. Similar notice was poimedly served on American gover nm e n t a l 
mechanisms — e.g., the VS. Export-Import (ExIm) Bank and the Oveneas Private 
Investment Corporation - engaged in underwriting or guarameeing loans to U.S. suppliers 
doing business with foreign offenders. 

Chairman D*Amato described the purpose of the Banking Committee's hearing on 
the vk>latioo of the Iran-Libya Sanctions Act (ILSA) by France's Total, Russia's Gazprom 
and Malaysia's Petronas in the foitowing terms: 

**This morning the committee will examine whether foreign companies engaged in 
activities that are in violation of U.S. law and policy against terrorism and nuclear 
proliferation should receive financial support from U.S. govemmem entities like the 
Export-Import Bank or ei^oy the privilege of raising private capital m our financial 
markets.** 

SeiL D* Amato hoisted the Climon Administration on itt own petard when he quoted 
former Under Secretary of State for Policy Peter TamolT as saying in November 199S - 
when the Banking Committee was first con^ering legislation that became the Iran-Libya 
Sanctions Act: **A straight line links Iran's oil income and its ability to sponsor 
terrorism, buHd weapons of mass destruction, and acquire sophisticated armaments. 
Any government or private company that helps Iran to expand Its oil most accept that 
it is contributing to thb menace.** 

*Lrt'»W9tKidQmKtvq' 

With characteristic directness. Sen. D* Amato described the decision before the 
United States with respect to the prospective S2 billion Gazprom-Totai-Petronas deal to 
develop Iran's ofl&hore South Pars gas field: 

**Let's not kid ouTMlves. We understand that there are those commercial 
hitercsts who put on the back shelf the natkmal interest and security of this 
counti7...and mm a btind eye towards aggressioo, towards the terrorist activities 
which Iran has sponsored and contiimes to sponsor. 

'The Iranian-Libyan Sanctions Act was enacted specifically to prevent thb 
ft-om happening. It was enacted with the administratioo's fiiU support. Now with this 
blatam vk>lation, I believe the administration has a moral and legal responsibility to 
enforce the provisions." 
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D'Amoto*! Recommendationi 

Sen. D' Amato declared, "as a first step, all Export-Import financinf for Gazprom should be 
stopped immediately.'* Then, he identified the next area for attention — andaetkm: *^azprom's 
proposed billaon dollar bond oireriag" schednled to come to market next month: 

''Should foreign companies engaged in activities which violate U.S. Unvs and undennine our 
poUcaes be allowed unrestricted access to our capital markett? Should Russian companies that are 
providing missile aid to Iran or financing gas deals with them be able to seek financing in our 
markets or activities which threaten our national security? Shoukl the United States just sit back 
and allow Gazprom to do business as usual? 

"I don't believe so. Gazprom should not be entided to do business on the basis that ail is well 
and that we have an unrestricted fiw capital market, because the fact of the matter b that their 
conduct is in blatant violation of our law.... 

**The US. has a strong and solid tradition of fiiee and open markets, which I support But our 
markets must not be misused by rogue terrorists. And that's what the legislation has provided for. I 
don't believe that we should help finance their immoral activities against us and other civilized 
nations. The Iran-Libyan Sanctions Act provides that the United States may impose, and 
indeed restrict U.S. (Inandal institutions from making loans above SIO million to any of the 
sanctioned countries." 

EfftffMitytiM^Cwffcn 

The hearing's lead witness was Senator Mitch McConnell (R-KY), chairman of the power&l 
Senate Appropriations Subcommittee on Foreign Operations. Among the many highlights of Chairman 
McConnell's testimony were the following: 

• There's no question this deal strikes to the heart oijour biU [the Iran-Libya Sanctions Act], 
Senator D'Amato. The proof is Tehran's reaction. According to the Iranian news agency, the 
agreeme nt calls our bluff and represents a 'moral victory because worid public opinion, especially in 
Europe, has taken a firm line against the U.S., particuUriy with the extraterritorial business of the 
Act. This is the most vahiable aspect of the deal for us.' That's Tehran's reaction. 

''Mr. Chairman, let me emphasize that last point Two billion dollars isn't enough for Iran, it's a 
victory over U.S. law, the tBrect attack ojfAmariean interests that Tehran values. 

• T^ me turn to Gazprom's deal in Iran. Critics argue that it is short-sighted to cut off ExIm's line 
of credit There is no question Gazprom could eventually find alternatives to U.S. suppliers. 
However, there is also no question they would compromise on American quality, experience, and 
the ready financing available under the 1994 MOU [with Exim Bank]. Let's not forget, foreign 
investment in Russia has been a flat line. Ofllcial cormption, crime, and weak legal and 
banking institutions have been huge deterrents. Gazprom's 30 percent share of an estimated 
S2 billion investment clearly surpasses the threshold csubllshed by law. 

• "In a related area, Fve pressed the administration for three years to use our AID program and to 
take decisive action against a growing Russian-Iranian relationship in the area of nuclear and 
ballistic missile technology. I am deeply disappointed in the Administration's reluctance to 
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aggreoivdy tackle this issue. However, it's only fiur to acknowledge the probleni is in Moscow, 
where there is a dear natioBal secnrity policy to strengthen ties to Tehran. 

"With little evklence of Russian interest in tenninating nuclear cooperation, I have a hard time 
befievmg the Kremlhi win take any action which could OMipninm the moneys 
this gas deal. Russia's inesponsibie, if not dangerous, alliance with Iran should not compromise our 
policy or the principal interests we have at stake. U.S. Export-Impoit Bank must serve those 
interests. Let me be veiy dear here: the Bank's good standing is at stake. 

• ''Senator D'Amato, the message of the day is simple: We know Ifu is aggressively pursuing a 
nuclear weapons program. U^ afendes and instltatlons shoold not underwrite companies 
wiling to generate profits for Tehran to buy or buHd that bomb." 

Senator MoConnell noted in the hearing that he had sem the Chairman of the U.S. Export-Import 
Bank, James Harmon, a letter on 22 October 1997. In it, he forcefully told Mr. Harmon (who also 
testified beftre the Banking Committee today): 

**I believe the Bank should fanmediatdy suspend all pendhig transactions mvolving 
Gaqiroa and should not agree to any further financing unless the contract with Iran b 
terminated. I win offer language in the Foreign Operations conference to be included in the 
Statement of Managen reflectmg this position. There is no question that Gazprom's operational 
capafaflhies are enhanced by U.S. exports which could directly improve the efSdency and 
productivhy of Iran's fidds. This is absohitdy unacceptable. Moreover, I want you to 
nnderrtand tlut /iMff ISd^ wAaln«r Jfi9» ar« iMcessoiy consistent with the procedures 
outlined fai your September letter to oppose the provision of finandng, given my view that oO 
production faOs hito the categofy of supporting a surplus commodity.... 

1 do not wish to see congressional support for your activities compromised because you 
have financed transactions which many believe not only violate the intent of ILSA, but also 
represent a threat to VS, national security mterBsts.** (Emphasis added.) 

EwtfrSnmgiaBgifcicfc 

Sea D' Amato credited Senaton Sam Brownback (R-KS) and Jon Kyi (R-AZ) with catalyzing 
thb morning's session on an expedited basis. The former, who chairs the Fordgn Relations Committee's 
Near Eastern and South Asian Affiurs Subcommittee, continued his strong leadership in this area by 
oontributmg to the history-making character of the Banking Committee's hearing. Particuhffiy 
noteworthy were die fottowing among his rensarks: 

• "I thmk this ded is something we have to stand up and speak out about. The [Gazprom] bond 
offering would essentially result hi VS. hivcstors ftinding activities which pose serious threats 
to VS, national security interests. And I can't put it any blunter than that You've put it as 
wdl that way, as has Seiuttor McConndl. This is something which I believe we must examine 
dosdy. 

• "How, Fd like to say right at the outset that this is not a case of bdng out to get Russia or to 
prevent U.S. companies from doing business with Russia. That is not the intent at dL Gazprom's 
wvestments m Iran and Libya, however, and its attempts to fund these activities on the VS. 
market are a matter of national security and one which, if nothug dse, needs to be brought 
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to tlic attentioa of the American people who might invett in these companies. We're taOdng 
about U.S. investors in Iran and Libya via Gazprom. 

• **Ga«prom is a centerpiece of Rnssian hard cnrrcncy earning stmctnre and is very doieiy 
linked to the Old Guard Rnssian leadership. It continues to be a major instnmMgit in the Russian 
economic monopoly - as die embargo on Turionen gis iUustntes so weU. And I had the 
ambassador from Turlcmenistan in my oflBce just this week stating that again to me. It's also a bone 
of comention between the Old Guard and the young reformen in Russia, who are trying to piivatize 
the monolith. However, Gazprom b short on the cash it needs to get the South Pars project up 
and running. And in an act of sheer gaU, the company is pUnning to get VS. investors to 
pay for this by selling convertible bonds on Wall Street. 

• Though Gazprom claims the funds will be raised and go towards other projects, the fiict is that the 
income wiiifree up cash for South Pars. This convertible bond - as well as others planned in 
the amount of some S6 billion [over the next two yean) — will ensure that Gazprom b able to 
continue with impunity its activities, some of which pose serious threats to VS. national 
security interests. Such bonds win also provide the company with new investors who win have a 
vested finandal imerest in opposing sanctions or imemational penalties in the future. 

• "Essentiatty. the matter boib down to thb: Should American investors fund Iranian ballbtic 
and nudear missile development? And of course the answer b *No.* And yet that U essentiaUy 
the deal that Gazprom wiU be offering to nnsiispccring American investors when it launches its bond 
next month. 

• ''Shouldn't American investors be aware that they might be investing in a company which b 
contravening U.S. laws? Should the VS government be financing the violation of our own 
laws? Again, the answer b clearly *No' ^-yettaxpoyen doOan are going to undermiie 
guarantees o/commerdai loans for Gazprom. 

• *TinaUy, ifinvestmem in Iran were not enough, it was announced at the end of last weelc that the 
Russian-Libyan Inter-govemmental Commission bad agreed ... in principle to * participation 
by Rnssian organizations in carrying out a number of projects in Libya in the sphere of power 
industry, communications, transportation, oil and gas extraction and the construction of gas 
pipelines and other mfrastructure fiKiiities.* Gazpfom strikes again. 

• "The time has come to provide full disclosure about the companies in which Americans will 
be hivesting their hard-earned money. We should not sund by and watch VS security 
firms, pension fVinds, insurance companies, corporations, personal investors and others 
provide unconditional cash to an enterprise that b engaging Ui activities that could 
compromise VS national security. U.S. investors should get the fiiU story on Gazprom's 
activities before helping to finance Iran's nuclear arsenal. And companies like Gazprom, which 
engage in activities harmful to the United States, cannot and should not expect the privilege of 
raising funds in our markets.** 
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Sen. Brownback's testiinony prompted Sen. Lauch Fairdoth (R-NC), Chainnan of the Banldng 
Committee's Subcommittee on Finandal Institutions and Regulatory RdieC to broaden tlie lense further 
stiO: 

"..A RnssiJUi state-owned firm b insulting the VS. by openly defying our sanctions laws 
against Iran. Then they come to Wail Street saying, 'Can we use your deep pockets to help us 
finance this deal?* Well, Wall Street's deep pockets are simply the mutual fiinids and pension fiinds 
of this country. Why should America's small investors and retirees finance the developmett of 
Iran's natural gas reserves? And when it boils back down to it, that's exactly who's doing it. 

nvhen I see these kind of absurd things going on, it reminds me of the old phrase the 
Communists put in themselves: *Give them enough rope and they'll hang themselves.* And 
we're trying. 

"Why should we finance projects for our enemies? I cannot understand anybody with any 
comnxm sense wanting to be part of this deal. I think Wall Street should say *No' to the deal, 
and if they do not, then I think we should block it by legislation. 

"Mr. Chairman, let me also add that this is also part of a bigger problem, that is the foreign 
hiflnencc in our securities markets by governments and companies connected to 
governments. They're issuing bonds left and right Last week, I introduecd a biU [S. 1315] to 
create an Office of National Security at the SEC (Securities and Exchange Commissaon] to 
monitor this land of bond offering. I am particularly concerned about China and companies that 
are directly connected to the Chinese go v emm e m and the Chinese army. Billions of dollars worth 
of those bonds are flooding imo our market I phm to k>ok at the Chinese aspect of this bond issue 



Enter Chris Dodd 

Even one of the Banking Committee's ranking Democrats, Sen. Chris Dodd of Connecticut was 
moved to associate himself with his Republican colleagues - spedficaDy, Chainnan D'Amato and 
Senator Bob Bennett (R-UT), the latter of whom had dted approvingly Sen. McConnell's words and a 
recent newspaper headline that said The Evil Empire is Afive and Wdl and Itt Headquarters Are in 
Tehran.** Sen. Dodd went on to add: 

Tm not opposed to my country standing atone. We dki for a long time on South Afinca. It was 
virtually - for many momhs it was the United States that was moving. And many said, 'Look, 
you're going to stand alone on this.' Ultimately, we were on the right side of history. Others joined 
us. And I think we're on the right side of history on this issue." 

W«<Klt11»JtglMICT 

It is predictable that the Clinton Administration win attempt to respond to this historic and 
withering expression of bipartisan opposition with a gambit of proven eflSecti v ene ss : the slow-roiL' 
Convinced that itt assiduously promoted "strategic partnership'* with Russia hangs in die bahnoe and that 
relations with Europe are already stressed out with Hehns-Burtoo and charges of U.S. extraterritoriality. 
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the Administntion no doubt sees the necessity of forestalling - and uhimateiy diminiwing - this **threat 
to key ailiances.** 

Specifically, the Clinton team plans to take full advantage of the provisions of the Iran-Libya 
Saoctioas Act that allow the executive branch, at the President's direction, to take as much as 180 days 
to reaa to violations. By delaying the start of that 180 day period for as kxig as possible, the ck)ck 
leadmg to sanctions win not be started. The Administration cynically calculates that, with Congress in 
recess over the next few months, critical attention win wane and pressure for action like that (fiscussed by 
Senators today win dissipate. 

In the end, the CUaton Administration wHI try to packafe '^assorances" from tiM 
government! of the companies involved in the Total consortinm with Iran that they will redouble 
their eflbrti to halt missile technology sales to Iran and other transfers of weapons of mass 
dcstmctioB. Just as China has gotten Presidential approval for its bid to purchase U.S. nuclear reactors 
00 the basis of such fiouous and empty ''assurances,'* this newest package win be presented as an 
effective substitute for direct U.S. sanctions against these foreign enterprises. In fiict, it win amount to 
nothing less than a waiver of any serious ILSA sanctions. 

The Bottom Line 

To understand where this win end, one need look no further than Saddam Hussein's latest spittle 
in America's eye. Fonowing the latest, intensive effort by Russia and Fnuice (and China) to undermine 
the U.N. sanctions regime against Iraq, Baghdad perbdved a fiactured coalition that wouM not resist his 
kmg-awaited breakout, starting with the expulsion of att U.S. inspectors fixnn Iraqi territoiy. 

The message should be dear The Senate must not leave town without establishing the fottowing: 

• The Administration's **slowroir strategy will not be tolerated and that a Presidendal 
determination that ILSA is being violated by the Total consortium should be made forthwith. 

• No package of ''assurances" win be allowed to substitute for the clearly required, tough and 
direct sanctions against Total, Gazprom and Petronas ^-inthe east ofGaxprom, imeUuBng 
aeetataU^i 



• There must be no ftirther disbursements under Ezim Bank loan guarantees to Gazprom — 

inchidlng those akeady approved by ExIm's Board but not released by commercial banks. 

• The President should be called upon to use any measures necessary, including hb authority 
under the International Economic Emergency Powers Act (lEEPA), to prevent Gazprom 
fh)m going forward with the SI bOlion bond ofTering it is expected to issue in the U^ market 
in the near future. 

-30- 

I. Evideaoe of this cuaiegy was on display in the ooDTK of this morning's hetxing: The Suue Oqaitment's lepreKnUBive 
-- Depuqr AMinam Scoeiary of State fot Eneigy Resouices md Econonuc Sinciiom — took the iftoniihiag, if not 
unpieoedenied, sttp — presumsUy under untiuctions ikon his supenois ■- of leaving the wimess table aiker he nn i iliB d 
reading his pnparednaiemem and initially declined to respond to questions. Only aiker Chainnsn O'Amaio insisted that 
he wtara and ansnw qoestions that would obviously not require answers involving datfififri infonnation did Secwtaiy 
Ramaejr address Senatorial coooems. 
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PREPARED STATEMENT OF RANDOLPH MONTANA QUON 

Fellow of The Potomac Foundation 

AND Former Investment Banking Adviser to the 

People's Bank of China in Beuing 

November 5, 1997 

Introduction 

Thank you, Mr. Chairman. I appreciate the opportunity to present my views on 
the threats to U.S. interests posed by Chinese state entities in U.S. capital markets. 

My name is Randolph Montana Quon. I am a Fellow at The Potomac Foundation 
in McLean, Virginia, doing research on economic security issues with Dr. Norman 
Bailey, former Economic /^viser to President Ronald Reagan at the National Secu- 
rity Council. For the past 20 years, I have been an investment banker and fiind 
manager in London, Geneva, Moscow, and Hong Kong. I have served as an adviser 
to the People's Bank of China, Bering's equivalent of our Federal Reserve. This 
work has enabled me to be a player — ^in a small way — ^in the global banking market, 
and has given me a perspective on what is happening out there with securities and 
bonds. 

For the record, I am an American citizen, bom in Hong Kong of Chinese-American 

garents. I came back to this country when I was 12, and attended high school in 
an Francisco and college in New York. 

Mr. Chairman, let me begin my testimony with a developing news story. A week 
before the meltdown of the Hong Kong stock market on OctoBer 23, two Members 
of the U.S. Congress asked for an investigation of Chinese billionaire Li Ka-shin^ 
by the U.S. Securities and Exchange Commission (SEC) with respect to his alleged 
involvement with market manipulation of China-backed shares m New York. The 
Hor^ Kong Standard, the Oriental Press, the Hong Kong Economic Journal, Next 
Mecua, and the Vlorld Journal in Taiwan all ran stories — some of them on the front 
page — on Li's sudden SEC problems. 

This prompted a sharp decline in the share prices of the four Li-linked companies 
on the Hong Kone Stock Exchange. At its lowest point on October 16, the market 
capitalization of tne four Li-linkcS companies lost close to US$2.5 billion, with his 
fl^hip company, Cheung Kong Holdings Ltd,, taking the hardest blows, shedding 
US$0.49 per share, and losing 5 percent of its market value. By comparison, at its 
lowest point on that day, the Hang Seng Index (the Dow Jones of Hong Kong) lost 
only 2 percent of its value. 

The Hong Kong market then continued to fall, and soon similar drops followed 
in the American stock markets as well as those in Japan, South Korea, England, 
Australia, Germanv, Mexico, France, and others. The Washington Post linked all of 
these drops to the 'bad news" coming from Asia along with the generally overvalued 
stocks present for months in the market. 

This episode started when I came to Capitol Hill about 2 months ago to warn law- 
makers about the growing involvement of Chinese state-owned enterprises and 
China-backed investors in the U.S. securities market. I had told lawmakers here 
that U.S. securities markets will go the way of the Hong Kong Stock Exchange if 
they fiEul to stem the waves of Be^mg-backed entities who were playing games with 
the stock market system. 

Senator Alfonse D'Amato, Chairman of the Senate Banking Committee, and Rep- 
resentative (jrerald Solomon, Chairman of the House Rules Committee, took the lead 
by writing to SEC Chairman Arthur Levitt, demanding investigations and enforce- 
ment actions. It was their letters reported on the front pages of the Hong Kong 
newspapers — and on Hong Kong television — that started the sell-off in the shares 
of companies under the control of Li Ka-shing, the doven (big boss) of China-backed 
billionaires in Honjg Kong, and a close confidante of Chinese President Jiang Zemin. 

Furthermore, with the help of Representative Solomon, we punctured the 1)ub- 
bles" on the US$4 billion Imtial Public Offering (IPO), Be^ing^s biggest so far, on 
the New York Stock Exchange by writing to Uie SEC's Arthur Levitt protesting 
about the listing of China Telecom, This drove the stock price down below its issue 
price on the first trading day. Previously, I had asked Kichard Grasso, Chairman 
of the New York Stock Exchange, to delay or suspend the listing of China Telecom 
until the concerns raised by Representative Solomon had been cleared by the SEC. 
Fund managers duly took note of this in their sell-off of China Telecom on the open- 
ing day of trading. 

Poor disclosure, lack of transparency, and corrupt market practices such as price- 
ramming, insider trading, and lax accounting standards seem to be the hallmarks 
of these Chinese state entities. But their shares and bonds are being offered on an 
increasingly large scale to U.S. mutual funds, pension funds, and other financial in- 
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stitutions. Now the meltdown of the Hong Kong stock market has shown the danger 
of such invohrement for this country. 

Mr. Chairman, to safeguard the integrity of the free enterprise system in the 
United States, we must ensure that Beijing plays by the rules of a self-correcting 
market on a level playing field. The United States must encourage China to adopt 
a market economy, but we cannot allow maiket manipulation by Bering and their 
chosen cronies in our backyard. 

The Issue 

The issue here is that Be\jing needs big money from the United States to develop 
its economy. 

Recent moves by the Chinese leadership to restructure some 300,000 state-owned 
enterprises will unleash a tidal wave of Chinese stock and bond offerings seeking 
gargantuan financing from U.S. capital markets, with U.S. institutional investors as 
the final destination of a potential flood of Chinese securities and bonds. Business 
Week reported estimates by investment bankers of at least 350 such securities offer- 
ings a year for the next 10 years. {Business Week, Sept. 29. 1997). 

Mr. Chairman, despite the foreign exchange reserves ot some US$130 billion, the 
losses racked up by China's state-owned enterprises amount to some US$85 billion 
on an annual basis. So, it is not hard to imagine that Be^'ing needs world capital 
markets to keep its economy growing. 

Just this year alone, China has raised more than US$25 billion in international 
bond and equity offerings, ranging from a US$278 million deal by Beijing Enter- 
prises Holdings Ltd. , a grab-bag state company featuring a tourist concession at the 
Great Wall of China and various McDonald franchises, to a US$4 billion IPO by 
China Telecom. 

Before the IPO in New York, China's Minister of Communications, Wu Jichuan, 
had promised to ease accountine^ rules in order to boost the profits of the companv, 
certainly a startling example of state intervention. In the United States, we would 
call this fraud, as did Congressman Solomon in his now famous letter to Arthur 
Levitt. The New York Stock Exchange (NYSE) let the company go ahead anyway 
and raise US$4 billion, in time, I guess, for President Jiang Zemin^ visit to Richard 
Grasso, NYSE Chairman. 

The fact is that most of these Chinese securities and bonds listed through Hong 
Kong capital markets for resale to U.S. institutional investors are subject to market 
manipulation by privileged insiders closely tied to the Chinese leadership. 

State corruption at the highest level throws into real doubt the reality of Be^in^s 
much-ballyhooed conversion to a market economy. Are the forces of the market really 
at work in China's so-called market economy? Or is it the result of market manipula- 
tion by the ruling communist elite? 

Mr. Chairman, the question we must ask ourselves is this: By letting Beijing access 
our capital markets, are we helping China's economic reform, or are we financing 
the regime's corruption and capital flight? Mr. Chairman, the same question can be 
asked about Russia. 

The recent troubles in the Hong Kong stock market, with its heavy concentration 
of Bering-backed companies, have shown the perils of such entanglement for the 
U.S. exchanges. As this concerns the security of U.S. capital markets and the integ- 
rity of our free enterprise system, we must now put this issue on the agenda of the 
Nation and make it a bilateral concern in U.S.-China relations. 

The American people should be deeply concerned with the growing involvement 
of Chinese state coxporations id U.S. capital markets. Bering is seeking massive fi- 
nancing from the United States for its state-owned enterprises trough securities 
and bond offerings, often taking the shortcut by circumventing SEC rules. 

A Chinese sponsor of one securities offering linked to Li Ka-shing has been named 
by New York Federal Judge Charles Sifton as having been engaged in ''s^tematic 
fraud." Lao Yuanyi, Managing Director of First Shanghai Capital Ltd., instigated 
a Ponzi scheme in foreign exdiange futures defrauding the life savings of hundreds 
of elderly pensioners in Brooklyn, New York. 

The details of this case can be found in Order No. CV-93-0088-CPS, U.S. District 
Court, Eastern District of New York, August 9, 1993. Mr. Chairman, I hope your 
colleague from New York on the Senate Banking Committee can brin^ this to the at- 
tention of Robert Morganthau, the New York District Attorney, for criminal prosecu- 
tion, as the U.S. Government is only going for civil fraud in this case, no doubt due 
to the Administration's sensibilities over relations with Beijing. 

But this goes on and on, Mr. Chairman. The Insider Dealing Tribunal in Hong 
Kong had found Li Ka-shing to be culpable of ''insider trading in 1987. But this 
material fact was not disclosed in the new stock offering bv China Telecom on the 
New Yoric Stock Exchange, even though companies controlled by Li Ka-shing are 
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listed as principals in the transaction. Imagine if this is a case involving Michael 
Milken, what the public outrage would be! 

Nor is this material fact ever disclosed to the SEC by Mr. Li's flajg^ship company, 
Hutchison Whampoa, in its US$2 billion bond placement with U.S. institutional in- 
vestors 2 months ago. This is in direct contravention to Rule 10b(5), Section 12(2), 
and Section 17(a) of the Federal Securities Act, which mandate full and complete 
disclosure of all material facts. 

Mr. Chairman, even if Congress agrees that, in a global economy, U.S. pension 
funds and financial institutions should finance Chinese state-owned enterprises, the 
United States must ensure that Bering and their cronies play by the rules of an 
open, transparent market — the level playing field which is so crucial to democracy 
in this country. 

American fund managers who have suffered heavy losses in the past week must 
now be wondering whether companies with such lax standards as China Telecom, 
China Southern Airlines, and Beijing Enterprises should have been allowed to offer 
their securities to U.S. investors, and whether these Chinese state entities have 
complied with all the relevant U.S. regulations and laws in their share offerings. 

Market manipulation by the Bering-backed investors may have contributed to the 
meltdown of the Hon^ Kong stock market and indirectly to the mini-crash on Wall 
Street last week. Their flagrant disregard for the integrity of the fi-ee market now 
has new victims — ^the small investors on Main Street. 

Beijing's reform of state-owned enterprises is becoming a Trojan horse for the mob 
rule of a one-party state, to be subsidized by capitalization firom U.S. savers as well 
as retirees. 

Mr. Chairman, I believe the intent of your legislation is not to inhibit the firee 
flow of capital in our increasingly globalized economy, but to ensure that this fiow 
takes place on a level playing field. That is why the legislation should focus first 
on enforcing existing laws, the Federal Securities Act of 1933 and 1934, such as the 
full disclosure requirements mentioned earlier in the testimony. 

Many of these Chinese and Russian securities and bonds are unable to meet the 
rather strict registration requirements of our SEC. That's why they're being sold to 
U.S. institutional investors through the exemptions under existing securities laws. 

There are two main exemptions firom SEC registration requirements currently in 
use by these problematic issuers. The first exemption is Regulation S, which allows 
these unregistered securities and bonds to be sold to American investors in offshore 
transactions. The second exemption is Rule 144(A), which enables these same secu- 
rities and bonds to be sold in private placements with financial institutions in the 
United States, again without having to be vetted by the SEC. 

Mr. Chairman, it would be relatively simple to force these undesirable corporate 
entities to submit to the vetting process of the SEC. Current Federal case laws al- 
ready provide an easy remedy and a legal precedent. The case of Stokes v. Lokken 
on the 8th Circuit Court in 1981 has already established that those claiming exemp- 
tion firom SEC registration have the burden of showing its application. 

Therefore, Mr. Chairman, you and all of your colleagues on the Senate Banking 
Committee should remind Arthur Levitt that all he has to do to keep out these 
undesirables is to require all those claiming exemption from SEC re^stration to 
prove that they really Qualify. I have written an Open Letter On Chinese Shares to 
the SEC, dated September 2, 1997, with detailed analysis and recommendations on 
some of the concerns raised. Mr. Chairman, I hope your legislation, the U.S. Market 
Security Act of 1997, can provide the institutional firamework for the SEC to focus 
on a solution to these problematic practices which are beginning to change the rules 
of the game in our firee market system here. 

Main PointB 

• Can China really reform? Is the market economy really free in China? Is private 
enterprise really private in China? These are key issues in U.S.- China policy. 
(Result of discussion with C. Dean McGrath, Chief of Staff to Rep. Chris Cox, on 
Republican policy on China.) 

• China's system of privatization is plagued with corruption at the highest state 
level, and this problem is now being re-exported to U.S. capital markets through 
securities offerings circumventing those rules of the SEC in the United States. 
(World Bank President James Wolfensohn has pointed out just recently that cor- 
ruption is compromising economic reform [in China] — Financial Times of London, 
Sept. 19, 1997.) 

• Telltale evidence is the involvement in these securities offerings of Li Ka-shing, 
a close adviser to President Jiang Zemin. A Chinese sponsor of another securities 
offering linked to Li Ka-shing was named by a New York Federal judge as having 
been engaged in "systematic firaud." (Cambridge University criminology text on the 
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corruption in Hong Kong and China; Financial Times (^London, August 18, 1997; 
Order No, CV-93-0088-CPS, U.S. District Court, Eastern District of New York, 
August 9, 1993; Confirmation by Citibank Managing Director James P. Donovan 
in a videotaped interview with NET on September 26, 1997 in New York Citibank 
headquarters.) 
• The Chairman of the Hong Kong Stock Exchange, Edgar Chene, warned recently 
that the China-backed shares have "a high propensity for volatility . . . greater 
opacity ... and an environment in which malpractices such as ramming and in- 
sider trading can more easily flourish.'* It has become increasingly difficult for 
Honj^ Kong to police these companies controlled from Be\jing, the shares of which 
are being resold on a massive scale to U.S. mutual and pension funds. {Financial 
Times of London, September 18, 1997.) 
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Section Two 



Open Letter On Chinese Shares 



September 2, 1997 

The Securities And Exchange Commission 
5th Street, N.W. 
Washington, D.C. 20549 

Dear Sirs, 

The inteq>retative rulings of Release No. 7423 dated June 18, 1997 by the 
Securities And Exchange Commission ("S.E.C") have helped to highlight 
the abuses of Regulation S and Rule 144 (A) by many investment bankers, 
leading us to believe that there should be S.E.C. review of the current issue 
of unregistered securities from Chinese state corporations being sold to 
U.S. pension funds. 

These abuses concern the fact that, in simultaneously offering these 
unregistered securities to U.S. pension funds under Regulation S and Rule 
144(A), problematic practices arise that leads to possible violations of 
Section 230.903 (a) and (b), and Section 5 of the federal Securities Act by 
these investment bankers acting as both mandated and statutory 
underwriters ("underwriters"). In other words, offers ostensibly made 
under Rule 144 (A) before and during the Regulation S restricted periods 
end up becoming offshore transactions under Regulation S afterwards, 
flouting the prohibition against "directed selling effort" in this country. 
Their objective is to pre-condition U.S. capital markets in an effort to 
stimulate demand and price support for eventual resale in this country 
under Rule 144(A). 

The original intent of these S.E.C. regulations is to protect the U.S. 
investing public from vagaries of foreign or offshore stock offerings. Thus, 
certain "procedural safeguards" are set up under which unregistered 
securities for offshore transactions are allowed under Regulation S while 
sales of these securities through private placements to ''qualified 
institutional investors" in the United States [ i.e. pension funds, etc.] are 
permitted under Rule 144(A). 
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However, the legal sanctuary of **safe harbor'* provisions, enacted as "'procedural 
safeguards** to shield U.S. investors from unregistered securities, is being breached as the 
boundaries between Regulation S sales and Rule 144 (A) transactions are shifted back and 
forth as a function of maximizing profits and marketing tactics on the part of these 
underwriters, who increasingly transform Regulation S sales into massive '"parking" 
schemes offshore before the holding period for what are really onshore Rule 144(A) 
placements. 

In connection with the public offerings overseas, usually during the Hong Kong listings, 
underwriters generally "'effect transactions which stabilize or maintain the market price 
of . .the American Depositary Share at a level which might not otherwise prevail[,]'* 
according to the offering prospectus for Harbin Power Equipment Company Ltd. by SG 
Warburg ("Swiss Bank Corporation"). This raises the question of whether extensive 
hedging or short-selling contracts with U.S. counterparties are entered into before and 
during the Regulation S restricted period and then unwound before and during the Rule 
144 holding period, resulting in distribution, and further minimizing the financial risks of 
having to hold on to their investments for those concerned. This is contrary to the original 
intent of the S.E.C. in requiring a holding period before resale in the United Sates. 
However, these underwriters interpret the restricted periods under Regulation S "to be 
analogous to the Rule 144 safe harbor [holding periods] under the Securities Act'*. But 
S.E.C. Release No. 7391 dated February 20, 1997 has already contradicted their position. 

Thus, exemption from Section 5 under Regulation S and Rule 144(A) becomes a license 
for these underwriters to evade compliance and disclosure that might otherwise call into 
question the special or "insider** arrangements they have made with the management of the 
various Chinese state corporations, leading to possible breaches of Rule 10b-5(b), Section 
12 (2) and Section 17 (a) of the federal Securities Act. 

Two recent Hong Kong-listed issues with American Depositary Shares illustrate this point. 
In the cases of China Southern Airiines and Beijing Enterprises, special arrangements with 
the management result in a structure that encourages the underwriters, Goldman Sachs 
and Morgan Stanley respectively, to take up nearly a third of the shares and to push up 
share prices with top Hong Kong investors, such as Li Ka-shing, acting as statutory 
undersvriters, minimizing proceeds to the issuers themselves. Since the Chinese state is 
the owner, the issue price is apparently not a management concern; a surging share price 
could boost management pay packages and the resale margin of these underwriters to U.S. 
institutions under Regulation S and Rule 144(A), in private sales without open market 
tests. However, "free-riding** by these underwriters in concert with a management 
concerned only with its own remuneration calls into question not only the standard of 
corporate governance in the People's Republic of China and Hong Kong, but artificial 
price support and other massive price-ramming tactics that will eventually affect U.S. 
investors as the prices of these American Depositary Shares are not based on an open 
market subject to U.S. regulations but on the prices of the Shanghai-floated or Hong 
Kong-listed shares. 
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It is germane that the Insider Dealing Tribunal in Hong Kong had found Li Ka-shing to be 
culpable of "insider trading** in 1987 but had failed to institute criminal deterrence against 
such acts. This material fact, moreoyer, was not disclosed in new stock offerings of 
China Southern Airlines or Beijing Enterprises to U.S. pension funds, even though 
companies controlled by Li Ka-shing are listed as substantial Corporate Investors in the 
former and Strategic Investors in the latter. This is in direct contravention to Rule 10 
b(5)b. Section 12(2), and Section 17(a) of the federal Securities Act. 

The issue is whether the uneven playing field exemplified in these foreign stock exchanges 
is being imported to U.S. capital markets through backdoor abuses of "safe harbor** 
clauses originally promulgated by the S.E.C. to prevent just that. In this instance, it is not 
only "qualified institutional investors'* [i.e. pension funds] but the investing public at large 
that will be affected for they are the final destination after initial profit-taking by these 
institutions, especially when these securities will eventually be registered for trading in this 
country, by which time the underwriters will have been long gone with their hoards of 
extraordinary capital gains, and without the necessity to disclose the preliminary "insider** 
arrangements. 

We are investigating at least seven cases of Chinese securities placements with U.S. 
investors, some dating back to 1993 with two, China Southern Airiines and Beijing 
Enterprises, now actually in progress, where these problematic practices are undertaken as 
a matter of course. Given the nature of Chinese state ownership and lack of transparency 
on the multifarious fonns of "asset shuffling** being practiced, the role of the underwriters 
becomes critical in upholding the standard of &ir trading and equal protection of the 
investing public that is the mandate given to the S.E.C. by the Congress of the United 
States. The issue becomes even more urgent as these underwriters are the same pedigreed 
brokerages who set the standards for investment banking on Wall Street. 

Therefore, we ask the S.E.C. to start immediate review and administrative proceedings on 
these issues at hand. Furthermore, as those claiming exemption fi-om registration have the 
burden ofshowing its application (Stokes v.Lokken, 644 F.2d 779,784 8th Circuit 
1981), the S.E.C. should suspend exemption firom Section 5 for these seven cases of 
unregistered Chinese securities until proven otherwise. 

Sincerely, 



R.S. Montana Quon 



Ethan Gutmann 

Chief Investigator, American Investigator, Free Congress Foundation 



Paul Weyrich 

President, Free Congress Foundation 

President and COO, NET 
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PREPARED STATEMENT OF RICHARD D. FISHER 

Senior Poucy Analyst 
Asian Studies Center of The Heritage Foundation 

NOVEBfBER 5, 1997 

Introduction 

Mr. Chairman and distinguished Members of this Subcommittee, thank you for 
the privilege of appearing before you today to explore some of the national security 
implications of S. 1315, a bill to create an Office of National S^nirity at the Securi- 
ties and Exchange Commission (SEC). 

Before I begin, I must (qualify my testimony. The bill bein^ considered is designed 
to address possible finanaal threats wherever they might arise. Dr. Ariel Cohen, my 
colleague at The Heritage Foundation, has identified possible threats firom ^e Rus- 
sian market. 

For my testimony, I would like to note that mv woric at Heritage has focused 
largely on the national security challenges facing the United States in Asia. My re- 
cent work has pertained largely to analysis of the implications for the United States 
of China's ongoing military modernization, and the growing role of foreign military 
technology in that modernization. I offer for submission to the record my latest 
paper compiling weapons and systems that China has purchased firom abroad, or 
IS seeking to purchase, to modernize its armed forces. 

This work relates to the issue of this hearing in that it is my intention to under- 
score the importance of creating a National Security Office for the SEC as it per- 
tains to broader American national security concerns in Asia. I do not claim to be 
an expert on the nature or extent of China's, or indeed the PLA's, possible activities 
in American or international financial markets. The activities of PLA-controlled 
companies in the Chinese and U.S. economies will be addressed in much greater de- 
tail in a Foreign Relations Committee hearing scheduled for tomorrow. On many oc- 
casions, my organization has written that expanding trade wit^ China, promoting 
greater American exports to China, and convincing China to open its economv far 
more than the current level can be part of a responsible relationship with China. 
I do not believe that S. 1315 would detract firom this goal. 

However, it is also clear that China is building up its military forces and is pre- 
paring for possible conflict that may arise firom its goals of eventually securing con- 
trol of Taiwan or the South China Sea. If the activities of Chinese or PLA-controlled 
companies in U.S. financial markets could contribute to China's ability to fund its 
miUtary modernization, then the U.S. investors deserve to be warned of the dangers 
resultine^ firom their potential transactions with certain Chinese firms. 

I would like to expand on four propositions relevant to this hearing and the bill 
under consideration. 

First, it is clear that PLA-owned or -controlled companies are a growing feature 
of China's economy, and they can be expected to be an increasing presence in finan- 
cial markets. 

Second, the profits made by PLA companies are fungible. They could benefit the 
modernization of China's armed forces. 

Third, the PLA needs increasing amounts of hard currency to fund modernization 
programs that depend on foreign weapons or mihtary technology. 

Fourth, with added funding, the PLA will try to obtain technolo|;y to improve its 
strategic missile systems, and the power projections capabilities of its air and naval 
forces. 

I. The PLA's Growing Economic Role 

Under the economic reforms initiated by the late Deng Xiaoping, the People's Lib- 
eration Army was forced to generate more of its own funding in a market redirected 
toward greater coinpetition. Today, the PLA's role in China's economy is becoming 
so significant that Commerce Department officials can be heard to surest, partially 
in jest, that a separate accession agreement to the World Trade Organization should 
be negotiated for the PLA However, while the fact of the PLA's rapidly crowing role 
in China's economy is readily discernible, it is more difficult to quanti^ its dimen- 
sions. There is a great deal of work to be done both to determine the extent of the 
PLA's economic influence and to identify PLA-related and -affihated companies. 

Estimates of the PLA's economic impact in terms of annual revenues range firom 
Professor David Shambaugh's 1994 estimate of $7.5 billion ^ to PLA analyst Richard 



^ David Shambaugh, [section on China] '^orld Military Expenditure," SIPRI Yearbook 1994, 
(Oxford: Oxford University Press, 1994), pp. 443-444. 
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Bitzin^er's 1995 estimate of $20 billion.^ A more recent estimate by PLA analyst 
Tai Mmg Cheung puts the annual revenues of the PLA companies at $7 billion to 
$9 billion, with a profit of $480 million to $720 million.^ 

Estimates of the number of PLA-controlled or -affiliated companies range firom 
10,000 to 20,000. The msgority of these companies mav just be "suitcase" companies 
that facilitate a wide array of business but whose small size defies efifective monitor- 
ing. The second largest category of PLA-related companies appear to be farms or 
mines affiliated with region-level military units. All of the armed services of the 
PLA — ^the Second Artillery missile forces, the Air Force, the Navy, and the Army — 
have related commercial enterprises. The Second Artillery's Shanhaidan Group is 
involved in the pharmaceutical industry. The Air Force operates an airline called 
United Airlines, and the Navy, as might be expected, runs a shipping company and 
a shipyard. The center for military research and development, the Commission for 
Science, Technology, and Industry for National Defense (COSTIND), runs a variety 
of companies, some of which knowingly involve dual-use civil-military technology 
like telecommunications. 

There is also a category of PLA-afiiliated companies that are large diversified con- 
glomerates that increasingly rely on civilian businesses. As these companies grow, 
uiey seem also to shed their military roots. However, the exact relationship between 
these companies and the PLA. deserves fiirther investigation. Companies such as 
these operating in the United States include Poly, China Xinxing, 999 Group, and 
Norinco. Their U.S.-bascxl companies tend to change rapidly, hiding firom any public 
scrutiny under layers of shell companies. 

It is perhaps these conglomerates that can be expected to become increasingly ac- 
tive in financial markets, issuing stocks and bonds to raise capital. PLA companies 
can be expected increasingly to raise capital on stock markets. PLA companies are 
listed in the Hong Kong, domestic Chinese, Australian, and Canadian stock mar- 
kets. Some analysts suggest that companies under high levels of PLA control may 
not yet be active in bond markets. But this could change as China's bond markets 
develop. Tlie investing public could benefit firom increasing information on the ac- 
tivities of these companies in the U.S. market. 

IL PLA Profits Are Fungible, Could Assist Military Modemization 

Many observers note that the PLA benefits firom affiliated companies that manage 
to malce profits. While operating expenses and widespread corruption consume muoi 
of the profit of PLA companies, local units are also able to increase the standard 
of living for troops by au^enting pay and improving quarters. So in a broad sense, 
money the PLA does not have to Dudget for pay and living quarters can be used 
to fiind the purchase of advanced military technology. In the early 1990's, preducts 
firom PLA companies were used in barter trade to purchase new Russian weapons. 
This trend is declining as Russia and other countries demand hard currency for 
weapons sales. It also is known that foreign weapons purchases are made firom spe- 
cial Dudgets not part of the main PLA budget. Little is known about the nature of 
these budgets or the origin of their fimds. It is at least plausible that PLA-controlled 
or -affiliated companies not subject to U.S. disclosure rules could raise fimds firom 
U.S. or international financial markets and subsequently divert those fiinds to help 
purchase foreign weapons. 

m. The PLA Will Require Greater Foreign Exchange To Purchase Weapons 

To fiind its modemization program the PLA will require much higher levels of for- 
eign exchange, as the PLA relies increasingly on foreign technology to accelerate its 
modemization. In some cases, China seeks one or a ft^ examples of a weapons sys- 
tem in order to attempt to learn or copy its technology. But increasingly China is 
being forced to purchase si^piificant numbers of weapons systems that it is unable 
to develop domestically. This is the case with advanced fighter aircraft, radar air- 
craft, antiaircraft and ground attack missiles for that aircraft, long-range transport 
aircraft, advanced surface-to-air missiles, submarines, supersonic antiship missiles, 
radar satellites, military laser systems, and strategic missile subsystems. 

It is also noteworthy that outlays for foreign weapons only begin with the initial 
purdiase. China also has to purdiase training services, spare parts, and mainte- 
nance support, all of which add significantljr to the life ^cle cost of the weapons 
ssrstem. Again, these follow-on costs will require expenditures of foreign exchange. 



'Richard A Bitsinger, ''China's Defense Budget," in International Defknae Review, February 
1995, p. 36. 

'Tai BCizig Cheung, The Chinese Arrnv's New Bfarehing Orders: Winning On The Eoonomic 
BattlefiekL in Jem Bromelhorster and «John Frankenstein, eds. Mixed Motives, Uncertain Out- 
eomee, Defenae Corwernon In China, (Boulder Ljmne Rienner, 1997), p. 195. 
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To purchase these weapons, China is turning primarily to Russia — which is de- 
manding more and more hard currency to pay for its military technology. The con- 
tract to purchase production rights for 200 Sukhoi Su-27 fighters may have cost 
China over $2 billion. A recent contract to purchase two Russian missile destroyers 
reportedly cost China $800 million. Since the early 1990's, China has spent at least 
$10 billion on Russian weapons. Russia needs this money not only to purchase in- 
puts firom its reforming, cash-based economy, but also to ftmd future weapons devel- 
opment necessary to remain competitive. 

Israel is a close competitor for PLA military contracts, which Israel uses to sup- 
port its defense sector. Some Israeli systems are the best in the world, but they also 
are expensive. In order to purchase just one radar aircraft equipped with the Israeli 
Phalcon phased-array radar, China will spend a reported $250 million. China could 
buy 5 to 7 more. 

In the near future, European countries like France, Britain, and Italy would like 
to reenter the China arms market. According to one European business source, a 
factor which has delayed the phasing out of the 1989 post-Tiananmen European 
Union arms embargo has been China's inability to pay for significant weapons pur- 
chases. Britain has relaxed the interpretation of the EU arms embargo to allow the 
sale of military airborne radar to China in mid- 1996. This deal could be worth $60 
million. In late 1996, France and China reportedly discussed the sale of a then soon- 
to-be deconmiissioned French aircraft carrier — ^provided China purchased French 
weapons and systems to modify and maintain the ship — potentially worth hundreds 
of millions of dollars. This deal has yet to be completed. 

IV. PLA Modernization Goals That Require Expensive Foreign Technology 

If the PLA had the necessary fimds, it would implement modernization plans that 
are roughly discernible today. Shocked by the success of U.S. military forces in the 
Gulf War, the PLA seeks to develop areas of asymmetrical advantage to exploit per- 
ceived U.S. military weaknesses. For example, the U.S. military forces are heavily 
dependent on satellites for command, communication, and intelligence. So China is 
seeking to develop antisatellite systems as it simultaneously seeks to make greater 
use of space to support its military operations. Similarly, to counter U.S. reliance 
on large aircraft carriers to project power, China seeks much better submarines and 
difficult to counter supersomc antiship miissiles. 

China's principal goal is to acquire a military capability that will enable it to 
achieve its political-diplomatic goals. A high priority for China in coining years will 
be to achieve unification with Taiwan under Bering's terms. This may require mili- 
tary forces that deter Washington firom coining to Taipei's assistance, as is inferred 
in the 1989 U.S.-Taiwan Relations Act. The PLA also needs missile, air, and naval 
forces necessary to prevail in military skirmishes with Taiwan in order to compel 
Taipei to bow to Beijing's wishes in fiiture relations. And over the long term, should 
its nationalist mindset continue, China will likely seek military forces capable of 
dominating most other Asian countries, including Japan. 

Military modernization plans by service would include: 

Second Artillery 

China is now developing two new intercontinental ballistic missiles that are capa- 
ble of reaching targets in the United States. These new ICBM's will be solid fiieled 
and road mobile. Tais means they will be very difficult to impossible to detect. Tlieir 
mobility is being assisted by the purchase of Russian strategic missile transporter 
technology. China also may be seeking Russian ICBM technology to assist m the 
development of new missiles or the upgrade of existing ICBM's. 

China is also building a new class of medium-range ballistic missiles that eventu- 
ally could incorporate terminal guidance warheads — conferring very high accuracy 
at ranges over 1,000 miles. China is seeking to improve the accuracy of its DF-15 
short-range ballistic missiles — the kind used ofif Taiwan in the 1996 exercises — with 
guidance inputs from U.S. Global Positioning Satellites (GPS). In addition, China 
is expected by the U.S. Department of Defense to field a new class of long-range 
cruise missiles early in the next decade. Tliese new cruise missiles may use Israeli 
or Russian cruise missile technology. 

China also is seeking Russian and European technology to build radar satellites 
usefiil for finding targets in all weather conditions and for finding naval formations, 
at sea. China also will seek greater access to commercial satellite imaging compa- 
nies that are increasing in number. And as it seeks to use space for military pur- 
poses, China also is seeking the means to deny the use of space to any adversaries. 
China is very likely developing antisatellite and antimissile systems. Russia could 
be a source for such technologies. And China is known to have a great interest in 
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developing its domestic technology base in the area of military lasers. Again, Russia 
could be a useful source for critical laser technologies. 

Air Forces 

China seeks to build a modem, all-weather interdiction air force. It seeks fighters, 
radar-control aircraft, and aerial tankers to accomplish air superiority missions near 
Taiwan or over the South China Sea. It also seeks modem, all-weather attack air- 
craft with advanced precision-elided munitions to operate in the same areas. Such 
an air force is in part designed to deter U.S. interference by raising the cost to U.S. 
air assets that may be used to support Taiwan. 

From Russia it has obtained tne Sukhoi Su~27 fighter, one of the most capable 
fighter aircraft currently in service anywhere. Israel is helping China to develop its 
J-10 fighter with technology firom the Israeli Lavi filter program — which was sub- 
sidized with about $1.4 biUion in U.S. military aid. Russia and Israel have teamed 
up to sell China an advanced radar-control aircraft, and Russia is now trying to sell 
Cnina long-range aerial refueling aircraft. China has purchased very capable air-to- 
air missiles from Russia and Israel both, and has purchased air-launched supersonic 
antiship missiles from Russia. 

Naval Forces 

China apparently is still debating the strategic merits versus the huge expense 
of purchasing aircraft carriers. In the meantime, the PLA Nav^ is concentrating on 
improving its submarines and on obtaining better antiship missiles for its combat 
ships andf subs. Again, the goal is to deter U.S. military interference by raising the 
cost to U.S. forces of intervention. 

From Russia, China has already obtained two modem Kilo-class conventional at- 
tack submarines, and by next year likely will have four. The latter two will be of 
the advanced 636 model, which are rated by the U.S. Office of Naval Intelligence 
as extremely quiet and very difficult to detect. Technology firom this sub may help 
China to improve its new Song-class conventional submarine. China also is reported 
now to be using Russian technology to build a new class of nuclear-powered attack 
submarines. 

Russia also is helping the Chinese Navy in the area of modem combat ships and 
supersonic antiship missiles. By the end of this decade, China may possibly have 
two Russian Soveremenniy-class missile destroyers. These are efficient and capable 
warships armed with the SS-N-22 supersonic antiship missile. Only a few U.S. de- 
stroyers which are eauipped with the Aegis radar system can potentially shoot down 
the SS-N-22. All otner U.S. ships, and those of our allies, are very vulnerable to 
the SS-N-22. But Russia is now marketing a lighter-weight supersonic antiship 
missile, the Yakhont. This missile is even more attractive to the Chinese ^an the 
SS-N-22 because it can be fitted to a larger number of existing Chinese warships. 

Conclusions 

The Chinese have an old saving that roughly translates: The marketplace is a 
battlefield." This says much about the Chinese approach to business competition. 
But it has a double meaning for this hearing. PLA-related companies in many ways 
can help prepare PLA combat forces for future battlefields. The goals of S. 1315 are 
laudable uiasmuch as the proposed National Security Office for the SEC could help 
Americans decide whether to invest in companies Uiat may be helping China aa- 
vance its military goals. There is a very clear requirement for much greater open 
source data on the extent and membership of the PLA-related economy. Perhaps 
such an office in the SEC could become a valuable resource to help guide investor 
decisions. 
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105th congress 
1st Session 



S. 1315 



To establish an Office of National Security within the Securities and Ex- 
change Commission, provide for the monitoring of the extent of foreign 
involvement in United States securities markets, financial institutions, 
and pension funds, and for other purposes. 



IN THE SENATE OF THE UNITED STATES 

October 24, 1997 

Mr. Faircloth introduced the following bill; which was read twice and 

referred to the Committee on Banking, Housing, and Urban Affairs 



A BILL 

To establish an Office of National Security' i^ithin the Securi- 
ties and Exchange Commission, pro\ide for the monitor- 
ing of the extent of foreign involvement in United States 
securities markets, financial institutions, and pension 
funds, and for other purposes. 

1 Be it emwied by the Senate and House of Representa- 

2 twes of the United States of America in Congress assembled, 

3 SECTION 1. SHORT TITLE; DEFINITIONS. 

4 (a) Short Title. — Tliis Act may be cited as the 

5 "U.S. Market Security' Act of 1997". 

6 (I)) Defixitions. — For pur|)oses of tliis Act — 
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1 (1) the term "Commission" means the Seeuri- 

2 ties and Exchange Commission; 

3 (2) the term ^'Director' means the director of 

4 the OfiBce of National Security estabhshed under 

5 tliis Act; 

6 (3) the term "Federal hanking agencj'" has the 

7 same meaning as in section 3 of the Federal Deposit 

8 Insurance Act; 

9 (4) the term "foreign bank" has the same 

10 meaning as in section 1 of the International Bank- 

1 1 ing Act of 1978; 

12 (5) the term "Office" means the OfiBce of Na- 

13 tional Security estabhshed under this Act; 

14 (6) the term "securities laws" has the same 

15 meaning as in section 3 of the Securities Exchange 

16 Act of 1934; and 

17 (7) the term "securities offering" has the mean- 

18 ing given that term by the Conmiission. 

1 9 SEC. 2. ESTABLISHMENT OF OFFICE. 

20 There is estabhshed within the Securities and Ex- 

21 change Commission the Office of National Security. 

22 SEC. 3. DIRECTOR. 

23 The Office shall be headed by a Director, selected by 

24 the Conmiission, in consultation with the appropriate com- 

25 mittees of Congress. 

•8 1315 IS 
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1 SEC. 4. FUNCTIONS. 

2 (a) Securities Activitibs of Foreign or For- 

3 EiGN Controlled Entities. — The functions of the Of- 

4 fice shaU be to revie\)(' and monitor securities offerings by 

5 foreign governments and by any person or entity that the 

6 OfBee has reason to beheve is an agent for or is controlled, 

7 in whole or in part, directly or indirectlj^ bj'^ a foreign gov- 

8 emment or any poUtical subdivision of a foreign govem- 

9 ment. 

10 (b) Reports to Congress. — 

11 (1) In general. — The Office shall submit a 

12 quarterly report to the Committees on Banking, 

13 Housing, and Urban Affairs and Foreign Relations 

14 of the Senate and the Select Committee on Intel- 

15 Ugence of the Senate, and the Committees on Bank- 

16 ing and Financial Services and International Rela- 

17 tions of tlie House of Representatives and the Per- 

18 manent Select Committee on Intelligence of the 

19 House of Representatives regarding the amount of 

20 securities offerings by foreign governments and 

21 other persons and entities described in subsection 

22 (a) tliat have occun*ed during tlie preceding quarter, 

23 or are planned to ho offered in the next occurring 

24 quarter. 

25 (2) AccESSiHiLiri' of information. — The Of- 

26 fice may, by rule, regulation, or order, take such ac- 
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1 tioii as may be necessary to collect information nec- 

2 essary to complete tlie reports required under para- 

3 graph (1). 

4 (c) Notification to Chairivlvn. — The Director 

5 shall promptly notify the Chairman of the Commission of 

6 any information tliat the Director has reason to believe 

7 indicates a violation or possible violation of the securities 

8 laws by any person or entity described in subsection (a). 

9 SEC. 5. ANNUAL REPORT BY FEDERAL BANKING AGENCIES. 

10 (a) In General. — Each Federal banking agenc}^ 

11 shall prepare and submit to the appropriate committees 

12 of Congress an annual report regarding the number of for- 

13 eign banks operating in the United States that the agency 

14 has reason to believe is controlled, in whole or in part, 

15 directly or indirectly, by a foreign government or any polit- 

16 ical subdivision of a foreign government. 

17 (b) AccESsmiLnT of Lnpormation. — ^The Federal 

18 banking agencies may, by rule, regulation, or order, take 

19 such action as may be necessary to collect information nec- 

20 essary to complete the reports required under subsection 

21 (a). 

22 SEC. e. ANNUAL REPORT BY PENSION BENEFIT GUARANTY 

23 CORPORATION. 

24 (a) In General. — ^The Pension Benefit Guaranty 

25 Corporation shall prepare and submit to the appropriate 
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1 committees of Congress an annual report regarding the 

2 extent of United States pension fiind assets that represent 

3 interests in any person, entity, or foreign government de- 

4 scribed in section 4(a). 

5 (b) AccESsroiLiTY TO Information. — The Pension 

6 Benefit Guaranty Corporation may, by rule, regulation, or 

7 order, take such action as may be necessary to collect in- 

8 formation necessary to complete the reports required 

9 under subsection (a). 

10 SEC. 7. INTERNAHONAL NEGOTIATIONS. 

11 The Secretary of State and the Secretary of the 

12 Treasury are directed to enter into negotiations to con- 

13 dude agreements with other nations that are aUied with 

14 the United States, including Japan and members of the 

15 European Union, to institute in those nations reporting 

16 requirements similar to those imposed by this Act. 

17 Within one year from the date of enactment, the 

18 State Department and the Treasury Department shall re- 

19 port to Congress on the progress of negotiations required 

20 pursuant to this section. 

O 
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cial markets — ^and they are artificial markets — ^that are being made 
for these securities that are then passed on to U.S. fund managers 
at prices that do not reflect reality. Af^ain, unknowingly, small in- 
vestors and retirees could find themselves at the losing end of the 
soncalled Asian boom market. 

One answer to these problems is greater disclostire to the Amer- 
ican public about what is really hapjpenin^. For this reason, I intro- 
duced S. 1315, a bill to create an Onice of National Security at the 
SEC to report to Congress on activities involving foreign govern- 
ments and related companies in our securities markets. 

All of this is what we intend to look into today. 

I want to thank our witnesses for being here today. I especially 
want to thank Congressman Solomon for joining us. I want to espe- 
cially. Congressman Solomon, thank you for the support you have 
given us in this cause. 

It's an honor for us to have the distinguished Chairman of the 
House Rules Committee here with us today, and we would be de- 
lighted to hear whatever you have to say. Take whatever time you 
need. 

OPENING STATEMENT OF GERALD B.H. SOLOMON 

A U.S. REPRESENTATIVE IN CONGRESS 

FROM THE STATE OF NEW YORK 

Mr. Solomon. Mr. Chairman, first, let me thank you for extend- 
ing me the privilege of testifying here before you on your panel. Let 
me assure you that the Chairman of the Rules Committee of the 
House always looks favorably upon your legislation, sir. 

Senator Faircloth. Thank you. 

Mr. Solomon. And I will continue to do so because you think a 
lot like I do, especially on this legislation before us today. 

As you know, the subject relates to a most important matter of 
our economic and national security. Both of those issues are the is- 
sues that drive our country — a good, solid economy for the welfare 
of our people and, of course, the national security to protect the 
strategic interests of America anywhere in the world. 

I would also commend you, Mr. Chairman, for your prudence in 
really leading the way and introducing this piece of legislation, the 
'^.S. Market Security Act,** in the Senate last week. It is a very 
forward-thinking measure and it is certainly comforting to me to 
join in support of such a respected and influential Member of Con- 
gress as yourself, sir. That's why Fm so proud to have sponsored 
the companion legislation, H.R. 2772, in the other body and to be 
here toaay to speak to its significance as we enter into the next 
century. 'Hie next centiiry is truly a key phrase in this debate. 

First and foremost, Mr. Chairman, let me just say that this legis- 
lation is in no way in response to, or in anticipation of, any speofic 
market trends. Let me be clear. I am in no way trying to predict 
or interfere with the tremendous free market system which we 
have prospered imder throughout the history of this great Nation 
of ours. 

Before coming to Congress 20 years a^o, I was a partner in an 
investment firm. We were charged with the awesome responsibility 
of investing the life savings of our clients. Back in those days, we 
dealt primarily with a national economy. It was pretty easy then. 
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Today, it's hard to separate the national and the global economies 
and the investments that support them. 

That being said, Fm here to try to preserve and to enhance the 
safeguards we have in place that make our free market trading 
system the envy of the world. And we are the envy of the world, 
Mr. Chairman, as you know. What I mean is, Fm most concerned 
about protecting the access the investors have to the most accurate, 
the most fair and soimd information pertaining to stock listings so 
that the investors can make educated, informed choices. Again, 
with this emerging global economy, that's not easy. That is what 
makes our system of trading on Wall Street and elsewhere in the 
free market so successful right now — the sanctity of the rights of 
the investor to know and to be able to trust the information that 
is given to them. As we enter a new century and a new age of more 
global competition and globally-linked markets, it is imperative 
that we preserve those traits that have made American markets 
and the successes of the American investor second to none in the 
world. That's the way it should be. People work all of their lives 
to save a few dollars, and that's their retirement income. By golly, 
you and I and this Congress have to do everything we can to make 
sure that those investments are protected for them. 

Mr. Chairman, in large part, tne reason our markets and our in- 
vestors have remained so competitive and so open is because of the 
veoman's work of the Securities and Exchange Commission. We 
have to pat them on the back because, by and large, they do a good 
job. They are charged with a tremendous task of making sure that 
our markets and, most importantlv, our investors, which include a 
growing population of middle- and workinc^-class Americans whose 
retirement and pension funds are dependent on its success, are 
protected. That means making sure that they are not manipulated 
through insider trading, questionable accounting methods, and a 
whole host of other mischievous activities. We're beginning to see 
things like this, especially in the global economy, with the overseas 
corporations. 

As a matter of fact, in many circles in the Federal Government, 
the SEC is often identified as the Marines of the civilian side of 
the Executive Branch. That's because, like the Marine Corps, they 
are lean, of single mind and purpose, and committed to getting the 
job done no matter who they take on, even if it's Wall Street giants 
like Boesky or Milken. I say that because I am a former Marine, 
Mr. Chairman. I did some time down in North Carolina in Camp 
Lejeime in vour neck of the woods. 

That's why the bill that I have introduced, along with you, Mr. 
Chairman, would place a sentry on guard within the SEC devoted 
to watching and analyzing foreign stock listings that may be traded 
on our markets to make sure that they comply with our highest 
standards in law. I go back to the accounting procedures and sll 
the other things that the American P^ple put their trust in when 
they are making these investments. That goes for stocks anywhere 
in the world. 

Now, why is this necessary? Well, it is both responsive to current 
trends and forward-looking to the age where economic warfare may 
well supersede more traditional forms of warfare. With the emer- 
gence of the new global economy creating megamergers all over the 
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According to those year-end 1996 statistics, China has issued 
about $6.75 billion in dollar-denominated bonds, the bulk of this 
amount in the U.S. market. Although there are over a dozen dif- 
ferent Chinese state borrowers involved in our bond market, it is 
interesting to note that just three borrowers — the government of 
the People's Republic of China, borrowing under its own name, 
China mtemational Trust and Investment Corporation (CITIC), 
and the Bank of China— make iip approximately 65 to 70 percent 
of this total, some $4.4 billion. Specincally, the PRC has an esti- 
mated $2.7 billion in dollar-denominated bonds outstanding, while 
CITIC has about $800 million and the Bank of China an estimated 
$850 million. 

At least one or two of these Chinese government-controlled bor- 
rowers on the American bond market have backgroimds whidi 
raise legitimate national security questions. Take, for example, the 
laree Chinese red chip which Congressman Solomon referred to, 
CITIC, with some $23 billion in total assets. This important finan- 
cial and industrial conglomerate is chaired by Wang Jim, the con- 
troversial arms dealer who met with President Clinton at a coffee 
klatch on February 6, 1996. Wang Jim is also Chairman of Poly 
Technolofldes, a lar^e company reportedly dealing in arms sales, 
among other activities. Poly Technologies was alleeedl^ involved in 
the scheme to smuggle some 2,000 AK-47 assamt nfles to West 
Coast street gangs and planned future lethal arms sales, including 
shoulder-launched surface-to-air missiles. Fortunately, tne FBI in- 
terdicted this first shipment. 

When U.S. media attention focused on Wang Jun's session with 
the President, Mr. Clinton termed the meeting ''clearly inappropri- 
ate.'' Indeed, today Wang Jim reportedly cannot obtain a visa to 
visit this country. Given these circumstances, it seems fair to ask 
some questions. 

If it is ''clearly inappropriate" for the President to have met with 
Wang Jun and he is denied entry into the United States, is it ap- 
propriate that the company he heads has issued some $800 million 
m bonds in our markets? 

What do CITIC prospectuses cite with regard to the company's 
association with Poly Technologies, a reportedly 50-percent-owned 
subsidiary of CITIC until 1985? Is the fact mentioned that CITIC's 
chairman also is chairman of this military-related company? Does 
not CITIC reportedly still own a piece of Poly Technologies through 
an intermediary company, a land of cut-out company called Con- 
tinental Mariner? 

It has likewise been reported that U.S. intelligence sources be- 
lieve that CITIC actually reports to the General btaff Department 
of China's Military Commission, not the State Council, as adver- 
tised. Is this suspicion reflected in publicly available materials for 
prospective U.S. investors? 

Mr. Chairman, in mv written remarks, I also make mention of 
the approximately $850 million in dollar-denominated bonds offer- 
ings by the Bank of China, which served as the banking inter- 
mediary to Charlie Trie, who is being investigated for campai^ 
finance abuses and, reportedly, espionage, as well as some $2.7 bil- 
lion in bonds issued by the reople's Republic of China in its own 
name. 
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Hopefully, in this latter case, a portion of these funds did not 
find their way to help fund the new DF-31 mobile ICBM, the new 
JL-2 submarine-launched ICBM, or the other sophisticated, world- 
class military systems which will be targeted at the United States 
and our assets overseas. I believe this subject will be covered more 
fiiUy by Richard Fisher of Heritage. 

llie purpose here is not to cast aspersions on all Chinese bor- 
rowers or fund-raisers in our markets, or to propose the suspension 
of any borrowers or equity issuers on the basis of what we know 
today. It is rather to affirm, Mr. Chairman, that greater security- 
related disclosure and screening is urgently required if we are to 
build a more cooperative and a sustainable bilateral relationship 
with China. 

We shouldn't kid ourselves at these hearings. Most U.S. market 
players view the notion of achieving enhanced national security- 
related surveillance of these markets as being anti-free market and 
doomed to fail. Some understand, however, that it is not a matter 
of if but when a major geopolitical incident occurs which will focus 
the wrong kind of public attention on U.S. corporate suppliers and 
funders involved with such a foreign client. For example, when a 
weapon of mass destruction is fired on a ballistic missile in anger, 
it is easy to imagine the intensity of the recriminations that would 
be directed at those who may be seen to have helped make that 
heinous act possible. 

In the case of such a tragedy, with possibly tens of thousands of 
casualties, will U.S. investment banks and others want to face the 
onslaught of potential congressional and media attention alone? Al- 
ternatively, would such U.S. firms prefer pointing to a good faith 
partnership with appropriate Executive Branch agencies and con- 
gressional committees? Perhaps these same U.S. Government agen- 
cies and committees could endorse the internal efforts made by 
these firms originally to ""snakecheck," so to speak, the foreign bor- 
rower or equity issuer who later committed, or was implicated in, 
a global crime. With approximately 20 countries, according to the 
CIA, currently expected to acquire weapons of mass destruction 
and ballistic missile delivery systems by the turn of the century, 
this scenario is not far-fetched. 

Even if this chilly prospect seems remote to some on Wall Street, 
consider some of the new, unsavory cadre of potential U.S. invest- 
ment bank ""customers'* which could end up being legitimatized 
through access to our capital markets and most prestigious firms, 
not to mention the immense financial and political benefits of the 
same — ^proliferators, terrorist-sponsoring nations and groups, na- 
tional military establishments, intelligence as well as technology 
theft front companies, organized crime syndicates, drug cartels, 
arms smugglers, and money launderers. And that's not even a com- 
plete list. 

Should investment banks and other capital market participants 
wish to tackle this admittedly complicated and complex problem in- 
ternally, acknowledging that no perfect system can be constructed, 
it would certainly go a long way toward advancing this country's 
security interests. 
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I have included some thoughts on this subject in my written tes- 
timony. I would say, however, that this kind of additional security- 
related due diligence is now warranted. 

In conclusion, Mr. Chairman, I believe we all want to see China, 
Russia, and other emerging market participants make steady gains 
in the direction of free markets, democratic institution-building, 
human rights, religious freedom, and a civilized, benign foreign pol- 
icy. There are certainly genuine merits to most of the openings 
created by the U.S. and global business communities in these coim- 
tries, particularly the devolving of authority away from the state 
and toward the entrepreneuriad individual. Nevertheless, we are 
not going to achieve these common goals and successfully bring 
China, Russia, and others into Western political institutions and fi- 
nancial and trading systems in the absence of adequate discipline, 
transparency, and conditionality with regard to U.S. financing of 
prospective adversaries or those who would aid and abet them, 
bucn discipline and transparency are clearly inadequate today. 

I am confident that you and most of your Senate colleagues on 
the Banking Committee have already chosen, in hopefiilly rare cir- 
cumstances, which set of considerations must ultimately prevail. 
The U.S. Market Securitv Act is an indispensable first step in put- 
ting into place a sensible monitoring or screenii^ process which 
seeks to protect, in a nondisruptive, prudent fashion, the national 
security interests of the United States against an increasingly so- 

f)histicated array of global bad actors. As called for in this historic 
egislation, our allies, catalyzed by G-7 action under U.S. leader- 
ship, should also proceed with formulating similar market surveil- 
lance mechanisms as the afiiected security concerns are, more ofl;en 
than not, common ones. The mere creation of an Office of National 
Security at the SEC would send an important signal to would-be 
or actual bad actors seeking funding from the American people. 
Without any proposed capital controls or any explicit enforcement 
measures, the U.S. Market Security Act of 1997 contains a clear 
message: The relevant Committees of Congress — including Bank- 
ing, Foreign Relations, and Intelligence — ^are now watching, even if 
most in the Executive Branch and the markets remain perilously 
dismissive of this complicated 21st century security challenge for 
this country and our allies. 

Regrettably, the prospect of potentially devastating consequences 
stemming from largely unchecked foreign access to our markets 
will only expand from here, barring the passage of S. 1315 or a 
similar bill which institutes security-minded disclosure and trans- 
parencv to inform and benefit U.S. investors, particularly those not 
on WaU Street. Fortunately, leadership is coming from Congress on 
this family of financial securitv issues, which includes your own, 
Mr. Chairman, as well as that from Senators D'Amato, Brownback, 
McConnell, Senator Mack, who introduced S. 1083 on July 29, 
1997, Senators Kyi, Bennett, and Dodd. In the House, Fm pleased 
to see Representative Solomon is taking the lead in support of 
these new reporting requirements. 

Shoijdd we fail to step up to this new national security monitor- 
ing effort at the Federal level on a balanced, carefully-crafted basis, 
there is little doubt in my mind that it will be taken on at the 
State and municipal levels in a blunter manner which would likely 
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prove more chilling to our highly successful capital markets. Make 
no mistake, Mr. Chairman, this public policy concern has poten- 
tially powerful grass roots elements. Once informed, the American 
people will not sign on to foreign government-related debt and eq- 
uity issues of just any stripe or be successfully wooed by those who 
view passive introduction of some of this Nation's foremost security 
concerns into the already-existinp^ disclosure requirements of our 
capital markets as extraneous and imwanted intervention. 

Thank you, Mr. Chairman. 

Senator Faircloth. Thank you, Mr. Robinson. 

Mr. Quon, we will hear from you next. 

OPENING STATEMENT OF RANDOLPH MONTANA QUON 

FELLOW OF THE POTOMAC FOUNDATION 

AND FORMER INVESTMENT BANKING ADVISER TO THE 

PEOPLED BANK OF CHINA IN BEIJING 

Mr. Quon. Thank you, Mr. Chairman. I appreciate very much 
the opportunity to present my views on the threats to U.S. inter- 
ests posed by Chinese state entities in U.S. capital markets. 

My name is Randolph Montana Quon. I am a Fellow at The Poto- 
mac Foundation in McLean, Virginia, doing research on economic 
security issues with Dr. Norman Bailey, who was formerly Eco- 
nomic Adviser to President Reagan at the National Securitv Coun- 
cil. For the past 20 years, I have been an investment banker and 
fund manager in London, Geneva, Moscow, and Hong Kong. I have 
served as an adviser to the People's Bank of China, Beijings equiv- 
alent of our Federal Reserve. This work has enabled me to be a 
player, in a small way, in the global banking market, and has 
given me a perspective on what is happening out there with securi- 
ties and bonds. 

Mr. Chairman, let me begin my testimony with a developing news 
storv. A week before the meltdown of the Hong I^ng stock market 
on October 23, two Members of the U.S. Congress asked for an in- 
vestigation of Chinese billionaire Li Ka-shing by the U.S. Securities 
and Exchange Commission, the SEC, with respect to his alleged in- 
volvement with market manipulation of Chma-backed shares in 
New York. Newspapers in Hong Kong and Taiwan all ran stories, 
some of them on the front page, on Mr. Li's sudden SEC problems. 

This prompted a sharp decline in the share prices of the four Li 
companies on the Hong Kong Stock Exchange. At its lowest point 
on October 16, the market capitalization of the four companies 
linked to Li Ka-shing lost close to $2.5 billion, with his flagship 
company taking the hardest blows, shedding $0.49 per share and 
losing 5 percent of its market value. By comparison, at its lowest 
point on that dav, the Hang Seng Index, Hong Kong's Dow Jones 
indicator, lost only 2 percent of its value. 

The Hong Kong market then continued to fall, and soon similar 
drops followed in tiie American stock markets as well as those in 
Japan, South Korea, England, Australia, Germany, Mexico, France, 
and others. The Washington Post linked all of these drops to the 
'l)ad news'* coming from Asia, along with the generally overvalued 
stocks present for months in the market. 

Mr. Chairman, this episode started when we came here about 
2 months ago to warn lawmakers about the growing involvement 
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of Chinese state-owned enterprises and Bering-backed investors in 
the U.S. securities market, i had told lawmakers here, including 
yourself as well as your staff, that U.S. securities markets will go 
the way of the Hong Kong Stock Exchange if they fail to stem the 
waves of Bering-backed entities who were playing games with the 
stock market system. 

Senator Alfonse D'Amato, Chairman of the Senate Banking Com- 
mittee, and Representative Gerald Solomon, the Chairman of the 
House Rules Committee, took the lead by writing to SEC Chairman 
Arthur Levitt, demanding investigations and enforcement actions. 
It was their letters reported on the front pages of the Hong Kong 
newspapers and on Hon^ Kong television that started the sell-ofi 
in the shares of compames under the control of Li Ka-shing, the 
""doyen" or big boss of China-backed billionaires in Hong Kong, and 
a close confidante of Chinese President Jiang 2^min. 

Furthermore, with the help of Representative Solomon, we punc- 
tured the "bubbles" on the $4 billion Initial Public Offering (IPO), 
Bering's biggest so far, on the New York Stock Exchange by writ- 
ing a^ain to the SEC's Arthur Levitt protesting about the listing 
of Chma Telecom. This drove the stock price down below its issue 
price on the first trading day. Previouslv, I had asked Richard 
Grasso, Chairman of the New York Stock Exchange, to delay or 
suspend the listing of China Telecom imtil the concerns raised by 
Representative Solomon has been cleared by the SEC. This was re- 

3 nested in the interest of the public. In any case, fund managers 
uly took note of this in their sell-off of China Telecom on the open- 
ing day of trading. 

Foor disclosure, lack of transparency, corrupt market practices 
such as price-ramming, insider trading, and lax accoimti^g stand- 
ards seem to be the hallmarks of these Chinese state entities. But 
their shares and bonds are being offered on an increasingly large 
scale to U.S. mutual funds, pension funds, and other financial in- 
stitutions. Now the meltdown of the Honfi[ Kong stock market, 
which affects ours, has shown the danger of such involvement for 
this countiy. 

Mr. Chairman, to safeguard the integrity of the free enterprise 
svstem in the United States, we must ensure that Bering plays by 
the rules of a self-correcting market on a level playing field. The 
hidden hand of the market, yes. The manipijdating hand, no. The 
United States must encourage China to adopt a market economy, 
but we cannot allow market manipijdation by Bering and their cho- 
sen cronies in our bacl^ard. 

Mr. Chairman, the issue here is that Bering needs big money 
from the United States to develop its economy. 

Recent moves that were made bv the Chinese leadership to re- 
structure some 300,000 state-owned enterprises will unleash a tidal 
wave of Chinese stock and bond offerings seeking big financing 
from U.S. capital markets, with U.S. institutional investors beinff 
the final destination of a potential flood of Chinese securities and 
bonds. Business Week reported estimates by investment bankers — 
I think you mentioned it in your opening statementr-of at least 
350 such securities offerings a vear for the next 10 years. 

Mr. Chairman, despite the foreign exchange reserves of approx- 
imately $130 billion, the losses racked up by China's state-owned 



)igitized by Google ^ 



15 

enterprises amount to some $85 billion on an annual basis. As Con- 
gressman Solomon has just pointed out, the Chinese banking sys- 
tem has about $200 billion in bad, nonperforming loans, mostly to 
these same state-owned enterprises. So, it's not hard to imagine 
that Beijing needs world capital markets in order to keep its econ- 
oimr growing. 

lliis year alone, China has raised more than $25 billion in inter- 
national bond and equity offerings, ranginsf from a $280 million 
deal by Beijing Enterprises, which is a grab bag state company fea- 
turing a tourist concession at the Great Wall of China and various 
McDonald franchises, to a $4 billion IPO by China Telecom on the 
New York Stock Exchange. 

Before the IPO in New York, China's Minister of Commxmica- 
tions had promised to ease accounting standards in order to boost 
the profits of the company, certainly a startlii^ example of state 
intervention. In the United States, we would call this fraud, as did 
Congressman Solomon in his famous letter to Arthur Levitt. The 
New York Stock Exchange, however, let the company go ahead 
anyway, despite our protests, to raise $4 billion, in time, I guess, 
for President Jiang 2^min's visit with Richard Grasso, the stock ex- 
change Chairman in New York. 

The fact is, Mr. Chairman, most of these Chinese securities and 
bonds listed through Hong Kong capital markets for resale to U.S. 
institutions are subiect to market manipulation by insiders tied to 
the Chinese leadership. 

For example, the prices for Beijing Enterprises, which I men- 
tioned earlier, were rammed from an issue price of $1.60 to almost 
|9, and in the space of only about a month's time. That means a 
$280 million deal ends up priced at $1.3 billion, five times more 
than the listed price. 

So, Mr. Chairman, somewhere out there are people sitting on al- 
most $1 billion in profits, and a lot of this is taken fix>m U.S. inves- 
tors. But the prices, of course, are down now and still counting 
downwards, with the loss to American fimd managers who are now 
holding scraps of paper. 

Mr. Chairman, state corruption at the highest level in the Chi- 
nese leadership throws into serious doubt the reality of Beijing's 
much-ballyhooed conversion to a market economy. We must ask 
ourselves: Are the forces of the market really at work in China's 
so-called market economy, or is it the result of market manipijda- 
tion by the ruling elite in Beijing? 

The question we must ask is this: By letting Beijing access our 
capital markets, are we really helping China's economic reform, or 
are we financing the regime's corruption and capital flight? Mr. 
Chairman, the same question can be asked about Russia, which 
Mr. Robinson can give you a much more detailed answer on. 

The American people should now be deeply concerned with the 
growing involvement of Chinese state corporations in U.S. capital 
markets. Beijing is seeking substantial financing from the United 
States for its state-owned enterprises through securities and bond 
offerings, often taking the shortcut by circumventing SEC rules. 

For example, a Chinese sponsor of one securities offering linked 
to Li Ka-shing has now been named by New York Federsd Judge 
Charles Sifton as having been engaged in ""systematic fraud." This 
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person, Lao Yuanyi, Managing Director of First Shanghai Capital 
Limited, instigated a Ponzi scheme in foreign exchange futures de- 
fraudmg the life savings of himdreds of elderly pensioners living in 
Brooklyn, New York. 

The details involving this fraud case can be foimd in Coiirt Order 
No. CV~93-0088-CPS, issued by Judge Sifton in the U.S. District 
Court, Eastern District of New York, on August 9, 1993. Mr. Chair- 
man, I hope your coUeagae from New York on the Senate Bankmg 
Committee can bring this to the attention of Robert Morganthau, 
the New York District Attorney, for criminal prosecution, as the 
Federal Government is only going for civil fraud in this case, no 
doubt due to the Administration's sensibilities over relations with 
Beying. 

But this just goes on and on, Mr. Chairman. The Insider Dealing 
Tribunal in Hong Kong had foimd Li Ka-shing to be culpable of 
^insider trading'' in 1987. But this material fact was not disclose 
in the new stock offering by China Telecom on the New York Stock 
Exchange, even though companies controlled by Li Ka-shing are 
listed as principals in the transaction. Mr. Chairman, imagine if 
this is a case involving Michael Milken, what the public outrage 
would be. 

This material fact is not disclosed to the SEC by Mr. Li's flagship 
company, Hutchison Whampoa, in its $2 billion bond placement 
with U.S. institutional investors 2 months ago. This is in direct 
contravention to Rule 10b(5), Section 12(2), and Section 17(a) of the 
Federal Securities Act, which mandate flill and complete disclosure 
of all material facts to American investors. 

Mr. Chairman, even if Congress agrees that, in a global economy, 
U.S. pension funds and financial institutions shomd finance Chi- 
nese state-owned enterprises, the United States must ensure that 
Beijing and their cronies play by the rules of an open, transparent 
market, the level playing field which is so crucial to democracy in 
this country. 

American fund managers who have suffered heavy losses in the 

f)ast week must now be wondering whether companies with such 
ax standards as China Telecom, China Southern Airlines, and 
Beijing Enterprises should have been allowed to offer their securi- 
ties to U.S. investors, and whether these Chinese state entities 
have complied with all the relevant U.S. regulations and laws in 
their share offerings. 

Market manipulation by Beijing-backed investors may have con- 
tributed to the meltdown of the Hong Kong stock market and, indi- 
rectly, to the mini-crash on Wall Street last week. Their flagrant 
disregard for the integrity of the free market now has some new 
victims — ^the small investors on Main Street in this coimtry. 

Bering's reform of state-owned enterprises is becoming a Trojan 
horse for mob rule of a one-party state, subsidized by capital from 
U.S. savers and retirees. 

Mr. Chairman, I believe the intent of yoiur legislation is not to 
inhibit the free flow of capital in oiur increasingly globalized econ- 
omy, but rather to ensiu^ that this flow takes place on a level play- 
ing field. That is why the legislation should focus first on enforcing 
existing laws, the Federal Securities Act of 1933 and 1934, such as 
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the full disclosure requirements that were mentioned earlier in the 
testimony. 

Many of these Chinese and Russian securities and bonds are im- 
able to meet tiie rather strict registration requirements of our SEC. 
That is why they are being sold to U.S. institutions through the 
exemptions imder existing securities laws. 

There are two main exemptions from SEC registration require- 
ments currently in use by these problematic issuers. The first ex- 
emption is Regulation S, which allows these imreristered securities 
and bonds to be sold to American investors in ofFsnore transactions. 
The second exemption is Rule 144(A), which enables the very same 
securities and bonds to be sold in private placements with institu- 
tions in the United States, again without having to be vetted by 
the SEC. 

The most glaring example is Beijing Enterprises and the guys 
who are sitting out there with $1 billion in questionable profits. 

Mr. Chairman, it would be relatively simple to force these unde- 
sirable corporate entities to submit to the vetting process of the 
SEC. Current Federal case laws already provide an easy remedy 
and a legal precedent. 

Senator Faircloth. Mr. Quon. 

Mr. Quon. Yes. 

Senator Faircloth. I hate to do it, but I have to stop you for a 
few minutes. We have a vote and there's only about 3 minutes left. 

Mr. Quon. OK 

Senator Faircloth. We will take a brief 5- or 6-minute recess, 
and come right back. 

Mr. Quon. OK 

Senator Faircloth. It will give you a chance to rest a minute. 

Mr. Quon. Thank you. 

[Recess.] 

Senator Faircloth. We're back on the record. 

Mr. Quon, I apologize for the interruption. You may continue. 

Mr. Quon. Fm just about finished. Actually, I'm only two para- 
graphs from the end. 

Senator Faircloth. Take your time. 

Mr. Quon. I will pick up from the beginning of the paragraph, 
but just go back and recap a Uttle on the information before that. 

We were talking about the two exemptions — ^Regulation S and 
Rule 144(A). I was saying that if we were to tighten those exemp- 
tions, a lot of these undesirable corporations will be kept out of the 
U.S. market. 

Now, Mr. Chairman, it would be relatively simple to force these 
imdesirable corporate entities to submit to the vetting process of 
the SEC. Current Federal case laws already provide an easy rem- 
edy and a legal precedent. The case of Stokes v. Lokken on tiae 8th 
Circuit Court in 1981 has already established that those claiming 
exemption from SEC registration have the burden of showing its 
appUcation. 

Therefore, Mr. Chairman, you and the distinguished Senators on 
the Banking Committee should remind Arthur Levitt, SEC Chair- 
man, that all he has to do to keep out imdesirables is to require 
all those claiming exemption from SEC registration to prove that 
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they really qualify. This is what Arthur Levitt should have told 
Bering Enterprises. 

I have written an Open Letter On Chinese Shares to the SEC, 
dated September 2, 1997, with detailed analysis and recommenda- 
tions on some of the concerns raised, and I hereby ask your permis- 
sion to enter this along with this testimony into the hearing record. 

Senator Faircloth. It will be entered. 

Mr. QuON. Thank you. Mr. Chairman, I hope your legislation, 
the U.S. Market Security Act of 1997, can provide the institutional 
framework for the SEC to focus on a solution to these problematic 
practices which are beginning to change the rules of the game in 
oiur free market system here. 

Thank you, Mr. Chairman. 

Senator Faircloth. Thank you, and thank you for your testi- 
mony. We look forward to hearing yoiur answers to our questions. 

Mr. Fisher, thank you for being here and we would like to hear 
yoiur testimony. 

OPENING STATEMENT OF RICHARD D. FISHER 

SENIOR POLICY ANALYST 

ASIAN STUDIES CENTER OF THE HERITAGE FOUNDATION 

Mr. Fisher. Thank you, Mr. Chairman. Thank you for the privi- 
lege of appearing before your Subcommittee this morning. I would 
like to join Roger Robinson in thanking you for your leadership in 
this legislative initiative that I also believe can contribute to our 
financial, as well as our national security interests. 
Senator Faircloth. Thank you. 

Mr. Fisher. Before I begin my testimony, I would like to qualify 
it somewhat. The bill that is being addressed here today is de- 
signed to address financial threats from wherever they might arise. 
Dr. Ariel Cohen, my colleague at The Heritage Foundation, has 
identified possible threats from the Russian market in a paper that 
he issued earlier this year. 

For my testimony, I would like to note that my work at Heritage 
has focused largely on the national security challenges facing the 
United States in Asia. My recent work has pertained lately to the 
analysis of the implications for the United States of China's on- 
going military modernization, and the growing role of foreign mili- 
tary technology in that modernization. I offer for submission to the 
record my latest paper compiling weapons and systems that China 
has purchased from abroad, or is seeking to purchase, to modernize 
its armed forces. 

Senator Faircloth. It will be retained in the files of the Sub- 
committee on Financial Institutions and Regulatory Relief. 
Mr. Fisher. Thank you. This work, Mr. Chairman, relates to this 
i in that it's my intention to imderscore the importance of 
c u^ I ional Security Office for the SEC as it pertains to 
] an national security concerns in Asia. I do not daim 
t on the nature or the extent of China's or, indeed 
■^ssible activities in American or international financial 
J tivities of PLA-controUed companies in the Chinese 

economies will be addressed in much greater detail in a 
ations Committee hearing scheduled for tomorrow. On 
ions my organization has written that expanding trade 
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with China, promoting ^ater American exports to China, and con- 
vincing China to open its economy far more than its current level 
can be part of a responsible relationship with China. I do not be- 
lieve that S. 1315 would detract from this goal. 

However, I would also like to point out mat China is building up 
its military forces and is preparing for possible conflict that may 
arise from its goals of eventually securing control of Taiwan or the 
South China Sea. If the activities of the Chinese or PLA-controlled 
companies in U.S. financial markets could contribute to China's 
ability to fund its military modernization, then U.S. investors de- 
serve to be warned of the dangers resulting from their potential 
transactions with certain Chinese firms. 

I would like to briefly summarize four propositions that I outline 
in my written testimony. 

First, it is clear that PLA-owned or -controlled companies are a 
growing feature of China's economy, and that they can be expected 
to increase their presence in finanoal and capital markets. 

Second, the profits made by FLA companies are fungible. They 
could benefit the modernization of China's armed forces. 

Third, the PLA needs increasing amoimts of hard currency to 
fund modernization programs that depend increasingly on foreign 
weapons or military technology. 

Fourth, with added funding, the PLA will try to obtain technol- 
ogy to improve its strategic missile systems, and the power projec- 
tions capabilities of its air and naval forces. 

I have only a few brief words on the growing role of the PLA in 
China's economy. 

Under the economic reforms initiated bv the late Deng Xiaoping, 
the People's Liberation Army was forced to generate more of its 
own funds in a market increasingly redirected toward greater com- 
petition. Today, the PLA's role in China's economy is becoming so 
significant that Commerce Department officials can be heard to 
suggest, at least partially in j^, that a separate accession agree- 
ment to the Worla Trade Organization should be negotiated for the 
PLA. However, while the fact of the PLA's growing role in China's 
eocmomy is readily discernible, it is far more difncult to auantify 
its dimensions. There is a great deal of work that needs to be done 
to determine the extent ct the PLA's economic influence and to 
identify PLA-related and -affiliated companies. 

FiStiinates of the PLA's economic impact in terms of annual reve- 
nues from its affiliate companies range from a total of $7Ji billion 
to upward of $20 billion, to more recent estimates that the annual 
turnover revenues ci companies may range from $7 to $0 billion, 
with a profit margin o{%480 to $720 million annually, 

Ffftimpt^^ of the number of PLA<ontrolied or -amliated compa- 
nies range fimn 10,000 to 20,000. The majority of these may just 
be ''suitoBiae'' eompanies that facilitate a wide array of business but 
whose small size defies effective monitoring. The second Ur|;est 
category of PLA-related companies appear to be fiarms and mines 
associated with region-level uniu. All of the armed services of the 
PLA, the misflOe forces, air force, navy, and army, have associated 
cemmierdal e nt erprises. 

Thae is also a category of PLA-affUiated companies that are 
growing into hargt and dtverstfied conglomerates tnat wcreaMUMg^y 
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rely on civilian businesses. As these companies srow, tliey seem to 
shed their military roots. However, the exact relationship between 
these companies and the PLA again deserves much more investi- 
gation. Companies such as these which are operating in the United 
States include Poly, China Xinxing, the 999 Group, and Norinco. 
Their U.S.-based companies tend to change rapidly, partially in an 
attempt to hide from public scrutiny. 

It is perhaps these conglomerates that can be expected to become 
increasingly active in financial and capital markets, issuing stocks 
and bonds to raise capital. 

The second point I would like to expand upon is that the profits 
PLA-controlled or -affiliated companies make are fungible. It is at 
least plausible that PLA-controUed or -affiliated companies not sub- 
ject to U.S. disclosure rules could raise funds from U.S. financial 
or capital markets and divert some of those ftmds to help purchase 
foreign weapons. 

The issue of fungibility with regard to ftmds that China is ob- 
taining from multilateral institutions, particularly the World Bank, 
was made very clear earlier this year by a Treasury Under Secre- 
tary whose quote I have supplied for benefit of the hearing today. 

The third point I would like to go into is that the PLA is going 
to require a lot of money, a lot of foreign exchange, in order to piur- 
sue its modernization plans. In some cases, China simply buys a 
few examples of a weapons system to try to learn the technology. 
But because military technology is advancing so rapidly and also 
because China's current armeof forces start from a base of relative 
obsolescence, China is increasii^ly finding that it has to purchase 
militarily significant numbers of weapons systems in order to mod- 
ernize the PLA. This is the case with advanced fighter aircraft, 
radar aircraft, antiaircraft and ground attack missiles for aircraft, 
long-range transport aircraft, advanced surface-to-air missiles, sub- 
marines, supersonic antiship missiles, radar satellites, military 
laser systems, and subsystems for its strategic missile forces. 

It is also noteworthy that the price for these weapons does not 
end with the initial purchase. China needs even more money to 
fund training, spare parts, and maintenance support, all of which 
add to the life cycle cost of the weapons that it purchases from 
abroad. 

Now, also briefly, FU go to my fourth point. If the PLA had the 
necessary funds, it would implement modernization plans that are 
roughly discernible today. The PLA was shocked by the success of 
U.S. military forces in the Gulf War and is now seeking to develop 
areas of asymmetrical advantage to exploit perceived U.S. military 
weaknesses. For example, the U.S. military is heavily dependent on 
satellites for command, communication, and intelligence, extremely 
dependent on satellites. China, in my opinion, is seeking to develop 
antisatellite systems as it simultaneously seeks to make greater 
use of space in order to support its own military operations. Simi- 
larly, to counter the American reliance on large aircraft carrier bat- 
tle groups to project power, China is seeking better submarines and 
very difficult to counter supersonic antiship missiles. 

China's principal ^oal is to acquire a military capability that will 
enable it to achieve its diplomatic-political goals. A high priority for 
China in coming years will be to achieve unification with Taiwan 



Digitized by 



GooglQ 



21 

under Bering's tenns. This may require military forces that deter 
Washington from coming to Taipei's assistance, as is inferred in the 
1989 U.S.-Taiwan Relations Act. The PLA also needs missile, air, 
and naval forces necessary to prevail in military skirmishes so as 
to compel Taipei to bow to Beijing's wishes in any future relations. 
Over the long term, should its nationalist mindset continue, regard- 
less of whether its communist government survives, in my opinion, 
China will nevertheless continue to seek military forces capable of 
dominating most other Asian coimtries, including Japan. 

I would like to briefly outline modernization trends in the msgor 
armed forces. The Second Artillery, for example, is now developing 
two new ICBh/Ts that can reach American targets. They are also 
building a new class of long-range cruise missiles similar to the 
American Tomahawk. 

These cruise missiles may benefit from Israeli or Russian cruise 
missile technology. These missiles will be guided in part bv siraals 
frt>m American or Russian navigation satellites, the Global Posi- 
tioning Satellite system. China is using GPS technology to improve 
the accuracy of the short-range ballistic missiles it used in exer- 
cises off Taiwan last year and the year before. 

For its air forces, China seeks to build a modem, all-weather 
interdiction air force. It seeks fighters, radar-control aircraft, and 
aerial tankers in order to accomplish distant air superiority mis- 
sions, as well as attack missions either near Taiwan or over the 
South China Sea. 

Russia is by far the greatest source of air force technology for 
China. Fighter aircraft, AWACS aircraft, advanced air-to-air mis- 
siles, and now air-to-ground missiles are all available fix>m Russia. 
Russia is also trying to sell China tanker aircraft to extend the 
range of its fighters. Israel is a secondary source of air force-related 
technology. 

The Chinese navy is in the midst of a debate over whether to ac- 
quire aircraft carriers. They still have not yet, in my opinion, made 
up their mind whether the benefits of aircraft carriers justify their 
huge expense. In the meantime, China is working very hard to im- 
prove its submarines, particularly using Russian technology both to 
improve conventional submarines and also, very alarmingly, to im- 
prove new classes of nuclear-powered attack submarines. 

Also of the utmost concern is Russia's sale to China of supersonic 
antiship missiles. The only system that the American Navy has to 
coimter these supersonic antiship missiles is our Aegis comoination 
radar, surfSace-tchair missile system. We only have this Aegis sys- 
tem on a small number of cruisers and destroyers. The/re very ex- 
pensive. All other ships that are not covered by an Aegis umbrella 
are extremely vulnerable to these missiles, not to mention most of 
the ships of our fiiendly and allied navies. 

In conclusion, Mr. Chairman, the Chinese have an old saying 
which rous^v translates, "The marketplace is a battlefield." This 
aays much about the Chinese approach to business competition. 
But today, in this hearing, it has a double meaning. PLA-related 
companies in many ways can help prepare PLA combat forces for 
fiiture battlefields. The goals of S. 1315 are laudable inasmuch as 
tlie proposed National Security Office for the SEC could help Amer- 
icans oecide whether to invest in companies that may be helping 
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China advance its military goals. There is a very clear requirement 
for much greater open source data on the extent and membership 
of the PLA-related economy. Perhaps such an office in the SEC 
could become a valuable resource to help guide investor decisions. 

Thank you, Mr. Chairman. 

Senator Faircloth. I want to thank all of you for the in-depth 
studv and thought that have gone into your testimony, and the 
depth of knowledge that you three possess was evident when you 
presented your testimony. 

It is shocking to me to hear not what might happen, but what 
is clearly already happening, and the methods by which it's being 
accomplished. 

I have so many thoughts and questions, I won't even begin to be 
able to ask all of them. But Fll start with Mr. Robinson. 

In your testimony, you said you reviewed some of the history of 
the former Soviet borrowings in Western markets. Did Moscow at 
that time divert Western money in order to finance activities that 
could subvert our interests? 

Mr. Robinson. The answer to that question, Mr. Chairman, is 
yes, and oftentimes in multibillion-doUar sums on an annual basis. 

I had the opportunity to look at Soviet funding patterns in rather 
close quarters during the period that I worked at Chase Manhattan 
Bank, starting in about 1977, and it was very interesting to ob- 
serve the way this was done. 

It was first making use of so-called balance-of-payments loans or 
general purpose credits that syndicates of banks got together and 
made available to Moscow. These were cash deals with no Questions 
asked as to where the money was going or how the creoits were 
being used. 

Senator Faircloth. May I interrupt you there? 

Mr. Robinson. Please. 

Senator Faircloth. Was that money ever paid back? Is it still 
in these rollover, nonperforming loans? 

Mr. Robinson. Leave it to say that roughly $100 billion in loans 
extended by Western governments and Western commercial banks 
to the Soviet Union were defaulted upon when the Soviet Union 
collapsed in December 1991 and, as I mentioned in my testimony, 
have just been rescheduled for some 25 years. 

Senator Faircloth. Who owns this $100 billion? Who's holding 
that paper? 

Mr. ROBINSON. Well, fortunately for us, the bulk of that paper is 
held by Germany, which was traditionally the Soviet Union's larg- 
est financinc^ partner. 

Senator Faircloth. The German government or German banks? 

Mr. Robinson. The German banks were smart enough to lay it 
off on the German government with 100 percent guarantees made 
by their export support agency, called Hermes. 

We certainly as a fin)vemment imder the Commodity Credit Cor- 
poration extended bmions of dollars in credits, and I imderstand 
that the American people lost somewhere in the neighborhood of 
$2.5 to $3 billion in reschedulings of those particular debts. But it 
was Europe that was the most enthusiastic for ignoring the warn- 
ing signs of a growing insolvency of the Soviet economy and, there- 
fore, lost the bulk of tnat money. 
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The point is, Mr. Chairman, that it was interesting to see the 
progression of using general purpose balance-of-payments loans, 
then to watch as they graduated to seeking to double-finance very 
large ener^-related deals, one of which I was involved in, over $2 
billion in size that was doiible-financed, as they say. 

Senator Faircloth. That is known as kiting or double-financing. 
If I understand you, they borrowed the money twice on the same 
collateral. 

Mr. Robinson. Yes, for the same purpose. They basically paid for 
equipment imports needed for the pipeline through barter arrange- 
ments with natural gas and yet, went to the Eurodollar market in 
foiur different msgor loan syndicates of about $500 or $600 million 
each and borrowed for the same purpose a second time, which had 
a number of advantages to them, not to mention the lowering of 
their interest rate by roughly a quarter of one percent, which is big 
money in banking circles. 

Senator Fabrcloth. Let me ask you, why do they really worry 
about the interest rate when they roll the loan over and it probably 
won't ever be paid, anyway? 

Mr. Robinson. There's a great deal of national pride and prestige 
accorded these matters, Mr. Chairman. And, of course, China, MkB- 
wise, also believes that the market's perception of them, as commu- 
nicated through the interest rate, is a matter of national standing, 
so to speak. 

So great lengths are gone to, some of which Randolph Quon has 
alluded to today, to ensure that those interest rates are as low as 
possible. 

But it was, after all, the bond market that provided the greatest 
list of benefits to these countries. 

Senator Faircloth. Thank you. 

Mr. Quon, tell me about this red chip company, the $23 billion 
amoimt — ^teU me a little bit more about that. I don't know that I 
understood it. 

Mr. Quon. Are you talking about Beijing Enterprises? 

Senator Faircloth. Yes. You were talking about it. You were 
saying that a Mr. Wang Jun had $800 million in bonds. 

Mr. Quon. Are you talkiM^ about CITIC? 

Senator Faircloth. But then you went on to say that there was 
$23 billion in a red chip. Did I misunderstand? 

Mr. Quon. I go back to 

Senator Faircloth. What was the $23 billion figure you men- 
tioned? 

Mr. Quon. The figure I mentioned is this. This year alone, China 
has raised more thim $25 billion in international bonds and equity 
offerings. 

Senator Faircloth. Twenty-five. 

Mr. Quon. Yes. 

Senator Faircloth. All right. What percentage of that $25 bil- 
lion was U.S. funds? 

Mr. Quon. I don't have the exact breakdown, but 

Senator Faircloth. What would you guess? 

Mr. Quon. I would say more than half. If you t i 1 

through the exemptions, I would say at least $lb w i 

that amount. 
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Senator Faircloth. Of that. 

Mr. QuON. Yes. Also, you have to take into account the resale. 
By that I mean, some of those debts and shares will be resold to 
U.S. investors at the end, which means a lot of people in Hong 
Kong bought them for the purpose of reselling later. 

Thiat means, eventually, it will still end up in our market be- 
cause we are the biggest, most liquid financial market in the world. 

Senator Faircloth. We have really used no way at the present 
time of keeping this out of our markets, have we? 

Mr. QuON. Tliere is a way. In fact, I talked about it near the end 
of my testimony. 

Senator Faircloth. I know there is a way. But at this current 
time — ^in the last 6 months, have we used it? Have we been keeping 
it out? 

Mr. QuON. No, sir. This is why we have been talking to the SEC, 
and reminding them that there are several ways of keeping it out 
already. 

Senator Faircloth. I know we could keep it out, but we haven't 
been doing that. 

Mr. QuON. Yes. They haven't taken action yet. But I give them 
some benefit of the doubt in the sense of timing because they do 
a very good job when they start investigating. 

I think this method has been brought to their attention by both 
Senator D'Amato and Congressman Solomon. 

Eventually, when they do start investigating, I think that some 
of the legal precedents set will serve for tnem to issue fairly simple 
cease and desist orders. 

Of course, we already mentioned that it is very easy for them 
actually to require that all these undesirable companies just prove 
that they qualify under those exemptions. 

Mr. Robinson. Mr. Chairman, just to comment on that, if I may. 

Senator Faircloth. Yes. 

Mr. Robinson. You can see the velocity, though, of these borrow- 
ings and equity issues on our markets by China. 

If you are relaxed about this at the SEC, and we take our good 
time about it, Randolph, I think, just gave some stunning figures 
as to how much money was raised on the American market in just 
1 year's time. 

Senator Faircloth. And that was about how much money? 

Mr. QuON. Well 

Mr. Robinson. About $15 to $18? 

Mr. QuON. Yes, $16 to $18. 

Senator Faircloth. $18 billion. 

Mr. QuON. Yes, $18 billion. Actuallv, it's more than that. They 
all come here for distribution, so-called, internationally. This is the 
place they come to for international distribution. 

Also, this figure actually imderstates the total figure because it 
did not take into accoimt China Telecom, the $4 billion they listed 
on the New York Stock Exchange just a few weeks ago. 

Senator Faircloth. You wrote a letter to the SEC- — 

Mr. QuON. Yes. 

Senator Faircloth. — ^recommending a delay or a suspension of 
the initial offering of China Telecom? 
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Mr. QuON. Not to the SEC, but to Richard Grasso, the Chairman 
of the New York Stock Exchaiiffe. 

Senator Faircloth. The stock exchange. Fm sorry. I see. 

Mr. QuoN. Yes. 

Senator Faircloth. So you wrote a letter to the New York Stock 
Exchange? 

Mr. QuON. Right. Yes. 

Senator Faircloth. You received a response that indicates that 
the listing on the exchange follows permission given by the SEC. 
Did the SEC grant permission for trading China Telecom, despite 
the investigation demanded by Chairman Solomon? 

Mr. QuoN. Mr. Chairman, I think the letter from the New York 
Stock Exchange is very surprising to me because, apparently, I 
think they have not really read the law thoroughly. The reason is 
that the intent of the Federal Securities Act of both 1933 and 1934 
says that public bodies, specific organizations like the New York 
Stock Exchange or NASDAQ, are the first line of defense. The SEC 
is actually only the last resort. 

This is actuidly the whole intent of the law, that they should ex- 
ercise due diligence first. 

But the letter means that they leave everything up to the SEC. 
So, in some ways, it's fiidging the issue. It's a very surprising letter 
to me. In fact, I haven't replied to it yet. I will, because the law, 
the whole intent of our securities law, is that public bodies, market 
players, shoijdd rebate themselves first, should discipline them- 
selves first, before bringing it to the attention of government. 

This a fi-ee market principle. 

Senator Faircloth. Let me ask you a question, and then I want 
to move on to Mr. Fisher. 

Do you think there's any real possibility that anybody is going 
to get a true audit of China Telecom? 

Mr. QuoN. I think so. I think the SEC can require it. The New 
York Stock Exchange can require it. 

It's very simple. 

Senator Faircloth. They can require it, but do you think 

Mr. QuON. Do you mean the way that they would do it? 

Senator Faircloth. — ^the Chinese government is going to allow 
a real and true audit? How easy woulait be for them to— — 

Mr. QuON. WelL if they won't allow it, it's very simple. As the 
New York Stock Exchange already pointed out, they will remove 
them firom the list if the SEC thinks that there is something wrong 
with their accoimting standards. It's very easy. They just remove 
them. If they won't allow a real and true aumt, then they should 
remove themselves firom our market. 

Senator Faircloth. But how easy would it be to 

Mr. QuON. To audit that. 

Senator Faircloth. — ^fiidge the figures? You have an audit, but 
it's not a true audit because the figures have been manipulated. 

Mr. QuON. Yes, I see your point now. Yes, in the end, it's a con- 
trolled environment. 

Senator Faircloth. Right. It's a controlled environment. 

Mr. QuoN. Yes, sir. 

Senator Faircloth. How then could you i •^^"^Iv i t 

audit? 
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Mr. QUON. Exactly. It's a controlled environment. They can put 
assets in there or they can take them out or they can shvdfle them. 

It's all up to them. 

Senator Faircloth. Yes, I see. 

Mr. QuON. It's policy-driven, and that means it's controlled. 

Senator Faircloth. It's not profit. It's policy. 

Mr. QuoN. It's not fi*ee market. Let's put it that way. 

Senator Faircloth. Mr. Fisher, I picked up from your testimony 
that one of the things driving aU of this that we've been talking 
about is the need for the Chinese army, the PLA, to come up with 
an enormous amoimt of money to foster expansion. 

I noticed you said they were shocked, I believe, by the antiquity 
of their forces afl;er witnessing what happened in the Gulf War. 

Mr. Fisher. Yes, Mr. Chairman. 

Senator Faircloth. Is that an accurate statement of what you 
said in your testimony? 

Mr. FISHER. Very accurate. 

Senator Faircloth. And there are all of these business enter- 
prises, as I understood your testimony, that are literally owned by 
the army itself. 

Mr. Fisher. Yes. 

Senator Faircloth. Are these so-called business enterprises now 
being traded in our markets? Are bonds and securities being of- 
fered? Are they attempting to offer them? Are they planning to 
offer them? 

Mr. Fisher. Mr. Chairman, again, I would refer you to a very 
lively discussion that I expect in the Foreign Relations Committee 
tomorrow. My imderstanding is that there is a great debate over 
the degree of affiliation that a company has with the PLA. 

Senator Faircloth. That who has with the PLA? 

Mr. Fisher. That a company in China, a PLA-controlled company 
has with the PLA, per se. 

There are companies that are directly controlled by units at the 
local level, let's say a farm. A great number of the farms in China 
are PLA-controlled. Then, there are the conglomerates, like Poly, 
Norinco, and several others. Those are fewer in number. Those or- 
ganizations, those companies, do participate in capital markets. 

It is not my knowledge that they issue bonds, but I do know that 
they issue stocks. According to my colleagues, who study this much 
closer, these companies are going to become increasingly active in 
the future. Their future participation in the bond market is inevi- 
table as well. 

Now, there is another category of companies, like CITIC or the 
Bank of China, and their relationship to the PLA is discounted by 
some experts. But then there's the question of their ultimate rela- 
tionship to the Communist Party or the leadership of China. It is 
those connections that are much less discernible, far more opaque, 
and where I hope that a National Security Office in the SEC can 
help to shed light and help us to understand these relationships. 

Senator Faircloth. Woiild it not be somewhat ridiculous to even 
think that these companies controlled by the PLA were not con- 
trolled by the Chinese communist government? 

Mr. Fisher. Certainly. 
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Senator Faircloth. Take, for instance, the Bank of China. Does 
anybody believe that that's an independent operating entity? 

Mr. Fisher. I would assume that there are people, and we may 
hear from them at tomorrow's hearing, who believe essentially that 
the Bank of China and CITIC are not as controlled by the PLA as 
some of the others. 

I would only offer myself as an agnostic on this point. I simply 
offer the range of debate. 

But there are companies that are indeed affiliated with the PLA 
that we can identify with much greater clarity. While I would cer- 
tainly endorse efforts to try to understand the character of CITIC, 
the character of the Bank of China, there is also another group of 
companies, PLA-related companies, whose relationship is far more 
easily determined. 

Senator Faircloth. Are they traded on our exchanges? 111 ask 
that question of anybody that wants to answer it. 

Mr. Fisher. Just the few that I've mentioned, to my knowledge. 
Roger may be able to speak to this in more detail. 

Mr. Robinson. Actually, I think Randolph probably has the best 
list in his mind about who's here in the markets. 

Certainly CITIC has issued bonds in this market, the Bank of 
China has, and the People's Republic of China government has. 

I'm told that there is a particular State teachers' fund that is 
holding Norinco, China Resource holdings, and COSCO, and there 
are reports I have seen in the press where there are holdings of 
some of these companies that, as Richard has mentioned, are more 
closely identified with the People's Liberation Army. 

But, if I might, Mr. Chairman, I would just get back to your ear- 
lier point. 

No one, I think, argues that CITIC doesn't report to either the 
State Council of China or the General Staff Department of China's 
Military Commission. 

I've never heard anybody suggest that it's not one of those two. 
Both of those entities, of course, report to the communist leader- 
ship of the country, naturally, and tne Bank of China is in a simi- 
lar venue. 

They are controlled by the Communist Party of China, period. 

Senator Faircloth. Let me ask you a question about this. What 
State teachers' fund are you referring to? 

Mr. Robinson. This was the Arkansas teachers' State retirement 
fund. I don't have the specific name, but this was some information 
that the Free Congress Foimdation and its investigative team has 
been probing. ReaJly, I would have to defer to them on the matter. 
I haven't had any first-hand contact with that data. But, neverthe- 
less, I think that some of those names, if they are indeed in that 
particular portfolio, would be of concern because those names do 
resonate with most of the experts who are, I think, feverishly try- 
ing to compile lists of those companies we should be most con- 
cerned about. 

Senator Faircloth. I have a rhetorical statement I would Uke to 
make about that. 

I would hate to have taught school in Arkansas for 30 years and 
find out my retirement benefits are being controlled by the People's 
Liberation Army. I have to believe there are better investments. 
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Mr. Robinson. We agree on that, Mr. Chairman, and I think 
that it really does get to the broader issues that Fve alluded to in 
my testimony, which is make no mistake, this new family of what 
we might term financial security issues — ^that is, the nexus be- 
tween national security and normal financial flows from foreign en- 
tities and governments — does have potentially powerful grassroots 
elements. 

We have State governments and municipalities that have large 
portfolios. We have seen what New York State, Senator D^Amato's 
State, has done with regard to, for example, the so-called Nazi gold 
issue. Swiss banks have been looked at in a very tough l^ht by 
both Governor Pataki and Mayor Gulliani, and they|ve had some 
difficulty, some of them recently. Union Bank of Switzerland had 
difficulty, as I understand it, in a letter of credit transaction that 
they wanted to lead for, I believe it was either the city or State of 
New York, one of the two. 

But that controversy did plague them. 

The fact is that I believe that State legislatures and mimicipal 
governments are going to be, over time, as they get better in- 
formed, more alert to which foreign government entities are in 
their portfolios today and what the implications are for the folks 
that they have a fiduciary responsibility to protect. 

Senator Faircloth. Let me ask you another question. 

The company that purchased, for control or management, the 
two ports on each end of the Panama Canal, does anybody know 
their connection to the People's Liberation Army or to the Chinese 
government? 

Mr. QUON. Let me expand on that point. 

The name of that company is Hutchison Whampoa. It's a com- 
pany listed in Hong Kong and controlled by Mr. Li Ka-shing. We, 
as well as Congressman Solomon, have already mentioned mm in 
our testimony. 

Generally, we call these Beijing-backed investors. He is, in fact, 
a Beijing-backed investor, a China-backed investor. 

They are billionaires. 

Senator Faircloth. And he's spending government money? 

Mr. QuoN. Excuse me? 

Senator Faircloth. By Beijing-backed, you're saying that he is 
backed by the government? 

Mr. QuON. Well, in China terms, it means he has the connection 
to the leadership, the so-called relationship, which really means, 
you scratch my back, I'll scratch yours. 

Some people would call them cronies of the leadership. But they 
are rich in their own right already. 

Senator Faircloth. The government controls him? 

Mr. QuoN. It's not so much control. Because they are rich, they 
are able to make a deal with the leadership to become richer. 

With government backing, they can do things which they could 
never do before. Especially now, with Hong Kong passing under the 
control of China. So, in some ways, they can even do bigger things 
in Hong Kong and become richer, make more money. 

I ^ess that the key word here is greed rather than ideology. It's 
not ideology. It's greed. 

Senator Faircloth. Who built these two ports? 
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Mr. QUON. They have the concession now. 

Senator Faircloth. Who bviilt them, originally? 

Mr. QuoN. Originally, they were built by us, I think. Americans 
built them, yes. 

The Chinese have now taken them over and are going to rede- 
velop them. 

Senator Faircloth. We gave them to the Panamanians. 

Mr. QuON. Exactly, yes. 

Senator Faircloth. The Panamanians have now leased them to 
the Chinese. 

Mr. QuON. That's it exactly. They leased them to the Chinese, to 
this company, yes. 

Senator Faircloth. Mr. Fisher, how is the PLA going to finance 
its expansion and its modernization more so than its expansion? 

How will it do it if it does not get access to western funds? 

Mr. Fisher. Mr. Chairman, I think you have just put your finder 
right on the point of the challenge that the PLA faces today, which 
is how to get its hands on ever-increasing amoimts of foreign ex- 
change. Estimates for the annual budget of the PLA range from 
about $30 billion a year up to less than $100 billion a year. 

The money that the PLA has for modernization, for purchasing 
foreign weapons in particular, comes from budgets that we imder- 
stand very little about and have really no way of monitoring or 
measuring. 

But the requirement for this money is only going to increase be- 
cause the PLA has decided that in order to leapfrog technologies, 
in order to modernize to a current level, they have to go out into 
the foreign marketplace and buy weapons from Russia, Israel, and 
Fm afraid within a year or so, our fnends in Eiut)pe are going to 
jump into the China arms market again. 

All of these countries are looking to support their domestic arms 
industries by selling weapons and military technology to China. 
And it is China's ability to pay, first and foremost, that is going 
to guarantee China's access to that technology. 

So they need this money. 

Senator Faircloth. It certainly sounds like a ridiculous situation 
for the United States to find itself in — ^we're the ones supplying the 
money, the French are making the planes, and the People's Libera- 
tion Army gets them. 

The American people will be the ones exposed to supplying the 
money through these transactions. I say the French as an example, 
but whoever is manufacturing the arms are aggressively manufac- 
turing and selling. While we are financing this, the People's Libera- 
tion Army becomes very modernized and a potential threat to us. 

Maybe one of you could explain the benefits to the American peo- 
ple under this arrangement. 

Mr. Fisher. Well, clearly, there are no benefits, and it gets even 
more galling than that, Mr. Chairman. 

I don't mean to pick on Israel. Israel's security is a primaiy and 
critical requirement for our own national security and peace in the 
Middle East does depend implicitly on Israel being secure. 

But, that said, we can have differences with our friends, as we 
do in so many other places as well. And, in this instance, I point 
out the example of the Lavi fighter, a fighter aircraft that was de- 
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veloped by Israeli aircraft industries in the early and mid-1980's, 
a project which was subsidized by U.S. military assistance, to the 
tune of about $1.4 billion. 

Senator Faircloth. Well, the technology was supplied out of this 
country, of course. 

Mr. Fisher. Yes. We also paid for it in terms of aid. 

Senator Faircloth. We paid for it. But would you tell me what 
we didn't do? 

Mr. Fisher. We did not protest sufficiently when Israel turned 
aroimd and sold this. 

Senator Faircloth. I mean, as far as the manufiacturing, the 
production of their fighters, can you tell me whaTtHis coimtry did 
not do or supply? The money, the materials, the technology? 

Mr. Fisher. Yes, we supplied it all. The fighter itself was devel- 
oped in Israel. Tliey put it together with our technology and fund- 
ing. But then they turned around and just sold this technology to 
Cluna. That airplane, the Lavi, will not fly in the Israeli air force. 
The program was canceled in the late 1980's. 

Senator Faircloth. Of course, Israel turned around and paid us 
for the development, didn't they? 

Mr. Fisher. No, sir. That airplane is going to fly in the Chinese 
air force now. 

Senator Faircloth. The Israelis do not use it any longer. They 
must have a better plane. So they are selling these older planes to 
ttie Chinese. 

Mr. Fisher. They sold the technology to China, which is now 
building a fighter aircraft based on Lavi technology. 

Senator Faircloth. So our technology went to China. 

Mr. Fisher. Via Israel. 

Senator Faircloth. By Israel. 

Mr. Robinson. Mr. Chairman, could I just comment on that? 

Senator Faircloth. Yes. It's almost 12 Noon and we're going to 
adjourn at 12 Noon, but go ahead. 

Mr. Robinson. Right. I was just going to say that, getting back 
to the bifi; picture of our hearing today and your leadership on this 
issue, I think the dots are being connected between funding mecha- 
nisms, sdbeit sophisticated ones and ones that some of us aren't al- 
together famiUar with, such as the bond and equity markets of this 
country and our fundamental national security interests. 

Randolph used the term greed. Some would use the term com- 
mercial engagement and suggest that the more interaction between 
our financial institutions and China is all to the good and that we 
simply don't need national security-oriented scrutiny of the type 
that could be perceived as intervention or imwanted oversight of 
our private markets. 

I suspect that there's going to be a very strong sentiment, as I 
mentioned, on Wall Street in that regard. 

Senator Faircloth. Liet me interrupt you. You just said of our 
private markets. 

Now, maybe I don't imderstand the exact differentiation there, so 
let me ask you this. If , as an individual, I decide to buy a Chinese 
bond and seek out aomdixxly in China selling Chinese bonds and 
buy it, that is a private transaction. But if these bonds are traded 
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on the public markets of Wall Street, do we consider that a private 
transaction or is that a public transaction? 

Mr. QuON. I can answer that because under our seciuities laws, 
we have exemptions. I have already mentioned them in the testi- 
monv, Rule 144(A) and Regulation S, which means that the person 
on the street, if they wanted to buy a Chinese bond, couldn't really 
buy it. 

However, they probably have invested in the pension fund or the 
mutual fund. The mutual fund manager or the pension fund man- 
ager can buy it under this Rule 144(A), which means that a Chi- 
nese bond does not need to be traded publicly, but can still be sold 
and distributed in the United States imder this exemption. 

Senator Faircloth. Under 144(A). 

Mr. QuON. Right. 

Senator Faircloth. Now, I had put that down as when you can 
buy it 

Mr. QuON. Right. 

Senator Faircloth. — but tell me again what that does. 

Mr. QuoN. What that does is this. The rationale behind that ex- 
emption is to facilitate capital flow. Actually, it is to allow the big 
institutions to make their own judgment and to spare the SEC the 
trouble of looking over these big boys. 

This is the original intent of this exemption imder the Securities 
Act of 1934. 

However, this is a gray area now. 

Senator Faircloth. Mr. Quon, just so I won't get confused 

Mr. Quon. Yes. 

Senator Faircloth. — you're saying that — ^pick any company — 
Goldman, Sachs. 

Mr. Quon. It's not Goldman, Sachs. 

Senator Faircloth. All right. J.P. Morgan. Pick a company. 

Mr. Quon. No, it's not even a company. I'm talking about a pen- 
sion fund. 

For example, the California 

Senator Faircloth. All right. Let's say the California Pension 
Fund, CALPERS 

Mr. Quon. Exactly, the California Pension Fund. 

Senator Faircloth. OK. If they chose to buy Chinese bonds, they 
really don't come under the scrutiny of the SEC. 

Mr. Quon. Yes. 

Senator Faircloth. They are supposedly wise enough to make 
their own analysis of the viability of the bond and the SEC gives 
them the 

Mr. Quon. Exemption, yes. 

Senator Faircloth. — ^acquiescence. So if you think it's good, you 
buy it and you put it in your portfolio. 

Mr. Quon. Exactly. Yes, that is the case. 

Senator Faircloth. So that is what 144(A) says. 

Mr. Quon. Yes. 

Senator Faircloth. Well, what es ] ilation S say? 

Mr. Quon. Regulation S is to a^*' t <. shore subsidiary of the 
California Pension Fimd to do it ( -e. 

For example, some of the muti lu s or pension funds have a 
subsidiary in the Cayman Islan r i a, in Bermuda. 
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So Regulation S allows them to do it over there ingtead of here 
in this country. 

Senator Faircloth. All right. It's 12 Noon and we are about to 
a4Joum. But I want to ask one question. 

We are not picking on California because you could just as easily 
say a North Carolina pension fund. 

Mr. QUON. Right. 

Senator Faircloth. The fund picks up a lot of this offshore for- 
eign paper. I think I have seen something up to 45 percent, maybe, 
as an estimate. Now, that's a lot. 

What is the role and what happens in reality if a pension fund 
goes belly up from a world of worthless foreign paper and they 
can't mail the retirement checks to the retirees? 

What happens? 

Mr. QuON. Well, there will be a repetition of the Orange County 
fiasco, which, Mr. Chairman, I think you already know about. 

Senator Faircloth. I'm well aware of the Orange County situa- 
tion, well aware of what happened. 

Mr. QuON. Yes. 

Senator Faircloth. If the North Carolina teachers' State retire- 
ment fimd had invested heavily in bonds that no longer functioned, 
what's going to be the role of the Federal Government? 

Will it not be similar to the savings and loan bail-out? 

Mr. QuON. They would certainly be asked to bail out the retirees 
and there will be questions raised on due diligence, on nec^igence. 

Senator Faircloth. Oh, we would have hearings and all that 

Mr. QuON. Yes. 

Senator Faircloth. But when the checks didn't go out, does the 
Federal Government say to the retirees tough. You just picked bad 
money and we're sorry for you. 

No. The American people will wind up bailing them out. 

Mr. Robinson, do you have something you wanted to say? 

Mr. Robinson. I just wanted to say one thing, Mr. Chairman. 

These pension funds, or even U.S. investment banks, for that 
matter, clearly perform normal, market-oriented due diligence. And 
Rule 144(A), as I imderstand it, is designed to take into accoimt 
the fact that these are big operations that are used to this process 
and are trusted without SEC oversight in some of these regards. 

But we have to draw the line and differentiate here. 

The Chinese government or the Russian government are not all 
the time anxious to be transparent about the genuine identity of 
these state-owned enterprises or their senior managers or about 
their global activities and those of subsidiaries and affiliates. 

That's putting it generously. 

Senator Faircloth. That might come as one of the better euphe- 
misms I've heard outside of a funeral home. 

Mr. Robinson. Well, thank you— I think. 

The point is that we cannot take at face value some prospectus 
that these Chinese and Russian entities provide, neoesurily, and 
say, OK, this is genuine investment quality. Liet's go forward. 

We may need to have, for example, with these new reporting pro- 
cedures that you're going to hopefully have legislated into law in 
S. 1315, an opportunity to look on a quarterly basis at who these 
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foreign government entities are that have entered the market or 
that have applied to enter our market. 

We have a chance to have relevant Committees, including Senate 
Intelligence, if necessary, on a closed-door basis, try to learn a little 
bit more about any kind of suspect entities here in the interest of 
protecting the American people. 

It's the U.S. Government that has national sources and methods 
of intelligence. Nobody is expecting that to be the case among U.S. 
investment banks or pension funds. 

It's outside of their purview. It's over their pay grade, whatever 
expression you want to use here. But the fact of the matter is that 
this is going to be a very meticulous, disguising effort and in many 
cases with these foreign government entities our investment com- 
munity is, I think, going to benefit by some collegial backstopping 
from our Government from time to time to make sure that they're 
not putting their good name and reputation on some of these enti- 
ties that could commit very serious offenses against our security in- 
terests and those of our allies down the road. 

That's why, in my view, your legislation is indispensable. 

Senator Faircloth. Thank you. 

Mr. Fisher, would you care to comment on what's going on or 
coming into our economy in foreign bonds and stock, particularly 
the bonds? 

Mr. Fisher. Mr. Chairman, I share Mr. Robinson's concern com- 
pletely. It would be my hope that the office provided for in this bill 
would be of invaluable assistance to investors in helping to identify 
the character and the sponsorship of companies from China. 

If they do have an affiliation with the People's Liberation Army, 
then it would be of invaluable assistance to American investors to 
know this so as to decide for themselves whether to take this risk. 

I wholeheartedly believe that this is something we do need. 

Senator Faircloth. I thank you and I thank you all for coming. 

I think we have begun to open up something we need to pursue 
farther. We probably have just touched the very tip of the potential 
problem here. 

I still maintain that with this particular liability, no matter how 
many gradations or walls you might say are in between, if this for- 
eign investment collapses and it's held by U.S. pension funds and 
retirement accounts of mayor entities, such as California or any of 
the other mayor retirement funds, there just isn't anyone confused 
about what will happen. 

It will be at the door of Congress within the day, which means 
the door of the American taxpayers, to bail it out. 

There's no other way. 

The hearing is adjourned, and thank you for coming. 

Mr. Fisher. Thank you, Mr. Chairman. 

Mr. QUON. Thank you. 

Mr. Robinson. Thank you, Mr. Chairman. 

(Whereupon, at 12:05 p.m., the hearing was adjourned.) 

[Prepared statements and additional material supplied for the 
record follow:] 
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PREPARED STATEMENT OF GERALD BJL SOLOMON 

A U.S. Representative in Congress from the State of New York 
November 5, 1997 

Mr. Chairman, I want to thank you for extendinf^ me the privilege of testifying 
here before you on your panel. As you know, the sufcgect relates to a most important 
matter of our economic and national security. 

I would also commend you, Mr. Chairman, for your prudence in leading the way 
and introducing this identical piece of legislation, the *V.S. Market Security Act, 
in the Senate last week. It is a very forward-thinking measure and it is certainqr 
comforting to me to Join in support of such a respected and influential Member of 
Congress as yourself That's why I am so proud to have sponsored the compNsnion 
legislation, H.R. 2772, in the other body and to be here today to speak to its signifi- 
cance as we enter the next century. 

First and foremost, Mr. Chairman, let me just sa^ that this legislation is in no 
way in response to, or in anticipation of, any speafic market trends. Let me be 
clear. I am in no way trying to predict or interfere with the tremendous firee market 
system which we have prosperea under throughout the history of this Nation. 

Before coming to Congress 20 years ago, I was a partner in an investment firm 
charged with the awesome responsibility of investing the life saviiigs of our clients. 
Back in those days^ we dealt primarilv with a national economy. Today, it is hard 
to separate the national and the global economies and the investments that support 
them. 

That being said, I am here to try to preserve and enhance the safeguards we have 
in place that make our firee market trading system the envv of the world. What I 
mean is, I'm most concerned about protecting the access of the investor to the most 
accurate, foir, and sound information pertaining to stock listings so they can make 
educated, informed choices. That is what makes our system of trading on Wall 
Street and elsewhere in the firee market so sucoessfiil; the sanctitv of the rights of 
the investor. As we enter a new century and new age of more global competition 
and globally-linked markets, it is imperative that we preserve those traits that have 
made American markets and the successes of the American investor second to none. 

Mr. Chairman, in large part, the reason our markets and our investors have re- 
mained so competitive and open is because of the yeoman's work of the Securities 
and Exchange Commission. They are charged with a tremendous task of making 
sure our markets and, most importantly, our investors, which include a growing 
population of middle- and working-class Americans whose retirement and pension 
ninds are dependent on its success, are protected. That means making sure they are 
not manipulated through insider trading, questionable accounting methods, and a 
host of other mischievous activities. 

As a matter of fact, in many circles in the Federal Government, the SEC is often 
identified as the Marines of the civilian side of the Executive Branch. That's be- 
cause, like the Marine Corps, they are lean, of single mind and puipose, and com- 
mitted to getting the job done no matter who they take on, even if it's Wall Street 
giants like Boesky and Milken. 

That's why the bill that I have introduced, along with you, Mr. Chairman, would 
place a sentry on guard within the SEC devoted to watching and analyzing foreijgn 
stock listings that may be traded on our markets to make sure they comply with 
our highest standards in law. Specifically, the bill calls for a National Security Of- 
fice within the SEC that can devote its time to identifying any irregularities or ma- 
nipulation of foreign stocks which may threaten the security of our markets should 
our capital be invested in them. That goes for stocks from anywhere in the world. 

Why is this necessary? Well, it is both responsive to current trends and forward- 
looking to the age where economic warfare may supersede more traditional forms 
of wanare. With the emergence of the new global economy creating megamergers 
involving many foreign conglomerates, some of which are reported to involve inter- 
national Mafia connections and drug cartel monies, this Office of National Security 
within the SEC is an absolute must! 

In other words, we need a special watchdog agency specifically committed to mak- 
ing sure no entity can en^neer fluctuations tnat could brinp our markets down. 
Just look at the repercussions we saw last week after a period of downswings in 
the Asian markets. Heaven forbid we were somehow more intimately tied to those 
markets. 

How might we be someday, vou ask? Well, one foreseeable example would be the 
trading of People's Republic of China-owned companies on the stock exchange. The 
communist government in China is in the midst of offering a whole string of their 
controlled businesses on the Hong Kong markets with the intent of listing them on 
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the New Ywk Stock Bxehanfe. Chinm Telecom is just the most recent to go up on 
the trading boerd. 

What's most disconcerting about that is the Communist Chinese ongoing commit- 
ment to Marxist/Leninism and a command economy. 

We all know that their economy is policy-driven and despite overtures from the 
PRC, including fit>m President Jiang, tne fact remains they are committed to an eco- 
nomic policy of communist government control. 

Don't just take my word for it. We need only to look again at the creed of the 
Chinese Communist Party and a whole host of recent press stories surrounding the 
Chinese government's involvement and the association of investors like Li Ka-sning 
with these so-called "red chip" offerings. 

A Bloomberg wire story from a few weeks ago says it all. It describes Minister 
Wu Jichuan's statement that the PRC would ease accounting rules to boost company 
profits. That is just ^nical, manipulative, and direct evidence of fraud. The highest 
priority of American securities law is to provide accurate information to the Amer- 
ican investor, and the PRC's actions flout that ofcrjective. 

They effectively demonstrate the sort of concerns that should raise an alarm with 
all of us in Congress and drive home the need for an overseeing authority to exam- 
ine the prospects of havimr the fate of American capital and investors tied to com- 
munist QDvemment-controfled stock. 

That, in a nutshell, is the motivation for this bill. It is about safeguaiding the 
hopes and dreams of Americans whose pension funds and financial security depend 
on the sanctity of our free market system. We need to make doubly sure that a 
cknid of uncertainty and manipulation never hangs over their future prosperity or 
that of our economy. 

Giving the SECT the authority and resources to stand guard against such en- 
croachments and attacks, Mr. Chairman, is what this bill is all about. 

I appreciate the opportunity to air these concerns before all of you today. I hope 
that this panel of distinguished Senators will soe the wisdom in building in this nec- 
essary shield for our invaluable market funds and economic principles against those 
who may seek to infiltrate and destroy them. 

Thank you. 



PREPARED STATEMENT OF ROGER W. ROBINSON, JR. 

President and CEO op RWR, Inc. 

AND Former Senior Director op International Economic 

Afpairs at the National Security Council 

November 5, 1997 

Introduction 

Mr. Chairman, it is a privilege to appear before the Subcommittee today on an 
issue area that will, in my view, represent one of our principal U.S. national secu- 
rity concerns for the balance of this decade and the 2l8t century. The high-velocity, 
arcane world of global finance, specifically with regard to the private equity and 
debt markets, has never before, m peacetime, come into serious focus firom a na- 
tional security perspective. The ever-more sophisticated, complex venues in which 
foreign governments — particularly those considered emerging markets like China 
and Russia — and related enterprises fund themselves and their slobal activities 
have resulted in a growth industry forpotentially debilitating new cnallenees to our 
Nation's vital security interests. Mr. Chairman, passage of your bill, S. 1315— now 
sponsored in the House by Representative Gerald Solomon — ^would prove of historic 
significance in helping Congress and the U.S. security community curtail the both 
ironic and dangerous phenomenon of the American people unwittingly helping to fi- 
nance the activities or foreign governments and entities which contravene their fun- 
damental security interests and belief systems. 

Mr. Chairman, I come to this opportunity to testify today with more than 20 years 
of experience examining the national security dimensions of East-West financial 
flows. Over the past 12 years, I have been President and CEO of RWR, Inc., a small 
Washington-based consulting firm specializing in what I term ''national interest" 
projects and transactions internationally. Prior to forming the firm in September 
1985, I served as Senior Director of International Economic Affairs at the Reagan 
National Security Council (March 1982-September 1985). During nearly 2 years of 
this period, I also served as Executive Secretary of the Senior Interdepartmental 
Group-International Economic Policy, the Cabinet-level body that reported through 
the National Security Advisor to the President. Before coming to government, I was 
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a Vice President in the International Department of the Chase Manhattan Bank 
with responsibilities for the bank's loan portfolio in the Soviet Union, Eastern Eu- 
rope, and Yugoslavia. During a portion or this period, I had the privilege of serving 
as a staff assistant to former Chase Chairman, David Rockefeller. 
Consistent with your invitation letter to appear today, I intend to review brief^. 

(1) the evolving borrowing activities of the former Soviet Union on Western maricets; 

(2) the important financial and political benefits gained by foreign governments 
through participation in our debt and equity markets; (3) the migor reasons for why 
the American people's concern over certain foreign government entities will increase 
significantly; (4) the growing presence of Russia and China in these markets; and 
(5) coordinated actions which could be taken by Congress, the Executive Branch, 
and private U.S. market participants to help address the formidable national secu- 
rity risks attendant to global bad actors entering our markets — while avoiding cap- 
ital controls and other potential disruptions to the free flow of capital into ami out 
of the United States. 

The Past as a Guide 

Before going into why, in my judgment, these relatively new security-related prob- 
lems in our debt and equity markets will be a matter of concern to a great many 
Americans across the political spectrum, it is instructive to look briefly at how the 
former Soviet Union funded itself and the bulk of its nefarious overseas activities. 
The same pattern is relevant to understanding the path of China's funding efforts 
and that of several other sovereign borrowers over the past two decades. 

The Soviets made substantial use of so-called ''balance-of-payments" or general 
purpose loans beginning in about the mid-1970's, most often arranged by syndicates 
of Western banks. Each sjmdicated loan made hundreds of millions of dollars in un- 
tied, undisciplined cash available to Moscow with no questions asked about where 
the money was going or how it was being used. General purpose borrowing was a 
bit expensive, but could be easily diverted by the Kremlin, in multibillion-dollar 
sums annually, to fund purposes often inimical to vital U.S. and Western security 
interests.^ As there were no hard currency-generating projects, self-liquidating en- 
ergy deals, or hard currency savings from import substitution underpinning uiese 
loans, it was all but inevitable that the U.S.S.R. would eventually overextend itself, 
given only about $30-40 billion in total annual hard currency income. To put this 
income level in perspective, it was about one-third of the annual revenues of one 
American company like General Motors or Exxon. 

To help whittle down its interest rates, in the late 1970's Moscow had the idea 
of double-financing one of its largest natural gas pipeline projects, the 1,700-mile 
Orenburg gas deal constructed to deliver gas from the Orenburg deposits located in 
the Caucasus to the West European gas grid. Although the Soviet-controlled Inter- 
national Investment Bank went to the Eurodollar market for some $2.2 billion in 
Western bank credits (in four separate syndicates) ostensibly to fund the purchase 
of wide-diameter pipe, compressors, turbines, and other Western equipment needed 
for the project, in fact, these imports were actually paid for in natural gas barter 
arrangements with the supplier countries. This double-financing gambit saved Mos- 
cow as much as one-quarter point off its normal market interest rate, as lenders 
in the West properly perceived project financing as a better risk than balance-of- 
payments loans. 

It was also during this 20-year window that Moscow broke the code on how to 
transform so-called interbank deposits — ^that is, the short-term deposits that banks 
routinely make with each other to earn money on excess cash and help facilitate 
money transfers — into nontransparent, medium-term loans. Similar to the practices 
of the Bank of Commerce and Credit International (BCCI) in later years, the Soviet 
Union possessed a network of subsidiary banks in Western capitals (which still ex- 
ists today) purposely incorporated as legal entities of those countries (e.g., Moscow 
Narodny Bank in London is legally a British bank). The primarv mission or busi- 
ness of these subsidiary banks was to deal in the interbank and foreign exchange 
markets, with the former ultimately serving as an off-the-books roughly $10 billion 
reserve checking account. In short, billions of dollars in Western bank deposits in 
Soviet-owned banks — repeatedly rolled over at maturity dates — ^were used to finance 
activities harmful to Western security interests. ^ 



interestingly, the Russian government has long argued that the country's powerful Mafia 
consolidated its grip due, in part, to easy access to unconditioned Western credits during the 
Gorbachev era. 

2 For more on this subject see my op-ed prepared for The Wtuhington Post entitled **Mo9cow'a 
Shell Game," June 22. 1986. 
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The VJB. Bond Mmxkmt Trise" 

The ultimate prize for Moscow, however, was gaining access to the American bond 
market. Fortunately, the Soviet Union never attained this prize, althoudi it did 
float some $1.8 bilhon in bonds in various Gr-7 capitals. What the Soviet Union was 
after— and Russia has now secured— in gaining access to our bond market are the 
following important, national security-relevant Benefits: 

• Access to large sums of relatively inexpensive, general purpose cash that can be 
used for any nurpose the borrower has in mind (e.g., the $1 billion Russian gov- 
ernment bond ofrering issued in New York in November 1996). 

• Tlie recruiting of a potentially large new group of Western lenders — ^including se- 
curities firms, pension fimds, insurance companies, corporations, and even some 
individuals — thus diversifying away from sole reliance on Western governments 
and commercial banks. 

• Avoidance of conditionality, discipline, and collateral in the process of attracting 
borrowed fimds (e.g., a new avenue to circumvent compliance with IMF stand-by 
agreements as evidenced by the Russian bond last November issued cU a time 
when the IMF had suspended loan disbursements.) 

• The construction of politically-powerfiil new constituencies in the United States 
with vested financial interests in ensuring that the borrowing nation is not 
subject to fiiture economic sanctions or other forms of international isolation and 
penalties. 

• Access to the U.S. bond market, over time, tends to create an incentive for earlv 
U.S. Government bail-outs in the case of a foreign liquidity, or even structural, 
crises which could damage scores of prominent American firms and possibly even 
millions of individual U.S. investors, witness Mexico (e.g., bonds cannot be re- 
scheduled, in part, because of the large secondary market for such paper). 

• Interest rates that can be considerably lower than these sovereign borrowers and 

Svemment-related enterprises are accustomed to paying, again as evidenced by 
e first Russian bond offering since 1917, floated last November at some 345 
basis points over the 5-year U.S. Treasury note — a rate as competitive as that of 
Venezuela, India, and other better-known international borrowers.^ 

The fact that our government and msyor commercial banks recentlv participated 
in the multilateral 25-year rescheduling of some $100 billion in defaulted Soviet 
debt owed to Western governments and banks should remind the Subcommittee of 
those in Western governments and markets who dismissed years of earlier warnings 
that Moscow's creditworthiness was in serious doubt and, indeed, unsustainable. 

Why Americana Will Care 

In answer to the question "Whv should average Americans care?* it is worth re- 
calling that American taxpayers lost to so-called reschedulings billions of dollars in 
government-guaranteed credits to both the U.S.S.R and Iraq. In addition, there is 
some lingering irritation among the American people over the misuse of the Treas- 
ury Depiurtment's very short-term Exchange Stabilization Fund to help structure a 
medium-term bail-out of Mexico during its peso crisis. New concerns over the U.S. 
taxpayer dimension of the current bail-outs underway in Southeast Asia (via direct 
U.S. official credits and contributions to IMF emergency loans) are in the news 
toda^. For these and other reasons, average American investors are paying more at- 
tention than ever to where their dollars are going and how they are being used by 
foreign government borrowers. The internet, and information revolution more gen- 
erally. luLve given expression to this intensified interest. 

In fact, the combination of economic, social, as well as political consciousness in 
the shaping of U.S. investor portfolios--by both fund managers and individuala— 
is nothing new in the markets. In the former case, large institutional investors like 
the California Public Emplo3fee Retirement System (CALPERS) not only eschewed 
holding South Afirican paper in their portfolio during the period of Nelson Mandela's 
incarceration, but at least in some cases, even holdin|[ the bonds and stodcs of coun- 
tries and companies who did business with South Africa. This kind of discipline is 
also usual for investors in various "green" funds which invest only in enterprises 
and activities that are environmental^ sound. 

Accordingly, we can increasingly eiqpect Americans to diooee their foreign invest- 
ments based, in part, on their behef systems and to scrutinize the "small print" con- 
cerning whidi for^gn government-related enterpriaea ve appropriate oontribiitions 
to their portfolios. To help illustrate this trend, the foQowing scenarios could unfold. 



*I would like to soboiit for the reoofd a wmoer^ * 
ntbering on Fob. 21. 1997 entitled '"PhJilSal 
Phtl^^ratanr sponsored by the NbnDrahg^||^ 
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affecting interest groups in this country outside the financial and national security 
communities: ^ 



• Organized Labor. Over the past several months, the AFL-CIO has done i 
ground-breaking work on seeking to identify government-controlled enleiprises 
connected with— or operated by— China's People^i Liberation Army (PLA). A prin- 
cipal concern of this organization is to bar from the U.S. market Uhinese prooadi 
manufactured with forced labor. Imagine the AFL-CIOs membership disooverinc 
that their pension funds, or individual global market funds, contain stodn and 
bonds of some of those Chinese government entities either suspected of, or proven 
to be, involved in Bering's large gulae labor network. 

• Human Rights Organizations. Human rights advocates made a veiy valiant 
effort to be heard during the recent visit of Chinese President Jiang y^w*w Actor 
Richard Gere and other celebrities, for example, have helped bring attention to 
the plight of the repressed Tibetan people. These and other advocates would pre- 
sumably not be amused were they to learn that their investment portfolios {or 
those U.S. companies with whom they are affiliated) include the paper of» for ex- 
ample, a Hong Kong-based company which, in reality, reports to the large GfODsral 
Staif Department of China's Military Conunission, which is ultimate^ responsible 
for the occupation of Tibet. 

• Religious Activists. It would probably not be difficult to find relinous activists 
in this country becoming unknowingly involved as investors with Russian, Chi- 
nese, and other foreign |^vemment entities which have, directly or indirectly, 
supported the subordination or crackdown of religions that are not on tlie short 
list of state-approved and -controlled relinous institutions. Similarly, the senior 
management of a seemingly benign Hong Kong firm could also be associated with 
Chinas religious persecution or forced abortion. 

• Pro-Democracy Advocates. Those who appropriately refuse to forget Tianan- 
men Square, and/or such other instances internationally of democratic ferment 
being crushed by authoritarian regimes, could well discover to their chagrin, if not 
outrage, that foes of freedom are benefiting from their unwitting portfolio deci- 
sions or those of fund managers. 

• Antiproliferation Community. Proliferation has been acknowledged by Presi- 
dent Clinton to be one of the greatest threats to our security for the balanoe of 
this decade and beyond, yet it is increasingly likely that the investment portfolios 
of State and municipal governments of our countrv have been penetrated ^ some 
on the growing list of foreign government-controlled firms who have been named 
by U.S. and allied intelligence agencies (then leaked to the media) as contributing 
to the covert weapons procurement networks of rogue nations bent on acquiring 
chemical, biological, or nuclear weapons and the means to deliver Uiem. 

• Taxpayer Protectors. A growing number of American organizations have dedi- 
cated their talents and resources to stop the flow of what tney consider to be an 
excess of U.S. taxpayer funds to undeserving foreign governments whidi have en- 
countered liquidity crises (or worse) due largely to nontransparent and corrupt 
banking systems, the squandering of revenues and reserves to prop up inefficient 
state-run enterprises, and grandiose infrastructure development. As mentioned 
earlier, the undisciplined issuing of nonreschedulable bonds by these foreign gov- 
ernments could eventually require a series of U.S. and Western taxpayer bail-outs 
(led by the IMF and other multilateral financial organizations) because, in part, 
of initially inadequate scrutiny by relevant U.S. Government agencies (e.g., mdo- 
nesia, Malaysia, Thailand, etc.). 

The Gazprom Bond Precedent 

Consider the stakes in the current Gazprom bond/Ex-Im Bank drama that were 
subjects of powerful Senate Banking Committee hearinn last week (October 30, 
1997).<^ Committee Chairman Alfonso D'Amato made the Key point at the outset of 



^Although proliferation should be properly considered a "national security^ ooooern. I none- 
theless induaed a brief subsection on this pressing issue which cuts across potentimily all of 
these interest groups. 

^In fact, Gazprom's $1 billion convertible bond offering scheduled for next month will likely 
be followed by some $5 billion or more in additional bond offerings on world markets in the next 
couple of year»— including the American bond market— to help finance the estimated $46 billion 
price taff for the lonff-delayed second strand of the 3,600-mile Siberian gas pipeline finom the 
Vamal r^ninsula to tne West European gas grid. This is the same second strand that was killed 
in 1982-1983 by President Reagan s resolve not to permit this vast, two-ttrand prefect to go for- 
ward while Moscow was massing troops on the Polish border and sponsoring martial law in that 
country. The hard currency cost to tne Kremlin of the resulting 2-year d«ay in completioii of 
the first strand of the pipeline project and the now 16-year delay in the completion of tne second 
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the hearings that it was the CHnton Administration — in the person of former Under 
Secretary of State for Policy, Peter Tamoff— which supplied the following analysis 
to the same Committee in November 1995, ''A straight line links Iran's oil in- 
come and its ability to sponsor terrorism, build weapons of mass destrue- 
tion, and acquire sophisticated armaments. Any government or private 
company that helps Iran to expand its oil must accept that it is contribut- 
ing to this menace^'* (Emphasis added.) Clearly, financing, among other forms of 
'lielp,'* is alluded to in this statement. 

The most immediate national security challenge posed by the Total/Gazprom/ 
Petronas consortium proceeding with its $2 billion contract with Tehran to develop 
the off-shore South Pars natural gas deposits is, in the bipartisan view of the Com- 
mittee, that the revenues flowine to Iran from this deal will help facilitate, and even 
accelerate, Iran's long-range ballistic missile and nuclear weapons programs. With 
the Iranian Shahad-d and Shahad-4 missiles as little as 18 months away from com- 
ing on line — the latter with a range of some 1,250 miles, enabling it to strike Tel 
Aviv and Western Europe — the roughly $1.75 billion in combined U.S. taxpayer and 
private investor funds scheduled to be made available to Gazprom in the coming 
months is seen by several Senators as a bridge too far. Indeed, it is unusual to have 
sudi a dramatic interdiction effort by Members of Congress and, among others, the 
Jewish community of this country. 

To make matters worse, the backdrop of this violation of the Iran-Libyan Sanc- 
tions Act by France, Russia, and Malaysia (as these firms are intimately tied to 
their respective governments) is particularly ominous in the following ways: 

• Iran and Russia have substantially bolstered their ''strategic partnership" over 
the past year or so. That partnership has included the Russian supply and con- 
struction of weapons-relevant nuclear reactors over U.S. objection, aclvancod Rus- 
sian missile teoinology sales, and the intensification of coordinated pressure on 
pro-Western Azerbayan in the Caspian Sea Basin. 

• Russia, France, and China are also cooperating to undermine further the U.N. 
sanctions against Iraq — ^which many observers now cite as a principal catalyst for 
Saddam's latest, dangerous confrontation with the West. 

• Russia's support for former Bosnian Serb President Radovan Karadzic, its disrup- 
tive actions m Macedonia — where Moscow is seeking to terminate the U.N. peace- 
keeping mission there — and its determination to complete the irretrievably-flawed 
WER 440 nuclear reactor complex in Juragua, Cuba, bode ill for a constructive 
U.S.-Russia relationship or a smooth enlargement of NATO. 

• For his part, French Prime Minister Lionel Jospin did not do his country a service 
with his overlv ebullient reaction to the announcement of the Total contract with 
Tehran. The met that he ''rejoiced'* over the contract award was cited during the 
October 30 hearings with disappointment and disgust by Senator D'Amato as well 
as Senator Christopher Dodd, former General Chair of the Democratic National 
Committee. 

Althou^ it remains unclear at this writing if the extraordinary statements made 
by Senators on both sides of the aisle during the October 30 Senate Banking Com- 
mittee hearings^ will translate into significant diminution of U.S. commercial bank 
disbursements to Gazprom suppliers under the $750 million Ex-Im Bank loan guar- 
antee program or the oompan/s billion-dollar bond offering, one thing is clear The 
Congress inereasingly recognizes the serious national security dimensions 
attendant to certain Russian* Chinese, and other foreign bond offerings 
and equity issues on VA, capital markets. 



strand was as mudi as $8-12 billion annually (depending on demand) during a period when 
total Soviet hard currency income was only about $32 billion a year. 

Unfortunately for Gazprom, the U.S. financial markets represent, according to some reports, 
60 percent or more of its global borrowing capacity. This could mean that any substantial reduc- 
tion in access to the U.S. bond and commercial bank markets could leave the company with a 
$2-3 billion short-foil in its hard currency funding requirements for the second strand. Clearly, 
the Russian government, and its surreffate Gazprom, did not make the connection between 
participating In the Total consortium with Tehran and the possible dama^ge to its bond offering 
m the united States in bssically the same time frame. Similarly, the Chinese government may 
not, as jfst, have connected the dots between the precedential congressional challenge to the 
Gasprom bond and its own robust expansion plans for Chinese government-controlled enter- 
prises in the U.S. capital markets. 

*Mr. Chairman, I would like to submit for the record of this hearing a paper produced by 
the William J. Casey Institute -' the Center for Security Policy entitled ''Sen. D^Amato's Com- 
OBiltM Serves Notice On Those Aid >-'( ' t U.S. Adverearies: No Pund-Raising On Amer- 

ican MarkeU" (No. 97-C 161. 3u 
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China Bonds 

Naturally, the dramatic market events of the past 10 days — and the catalytic role 
of Asian governments — have focused the attention of the American people on our 
debt and equity markets perhaps as never before. An important reaaon fiur this it 
the sharp increase in the participation of small investors in the U.S. stodc market 
in particular, where reportedly some 40 percent of our total adult population is now 
engaged. 

With the Asian "miracle" at least temporarily in disrepair, the public would now 
be well served by a close examination of the scope of involvement of the ChioMe 
government-related enterprises in our markets. Chinese government-controlled en- 
terprises have issued roughly 80 bonds on global markets since 1988, nearly 40 of 
which were denominated in U.S. dollars. The bulk of these dollar-denominated 
bonds were floated on the U.S. bond market. (Japan is the other G-7 nation with 
substantial Chinese paper in its markets.)^ 

According to year-end 1996 statistics, China has issued about $6.75 billion in 
dollar-denominated bonds, the bulk of this amount in the U.S. market Although 
there are over a dozen different Chinese state borrowers now involved in our bond 
market, it is interesting to note that just three borrowers — the government of the 
People's Republic of China (borrowing under its own name), China International 
Trust and investment Corporation (CiTIC), and the Bank of China — make up ap- 
proximately 65-70 percent of this total (some $4.4 billion). Spedficallv, the PRO has 
an estimated $2.7 billion in dollar-denominated bonds outstanding, while CITIC has 
about $800 million and the Bank of China an estimated $850 miUion. 

CITIC 

At least one or two of these Chinese government-controlled borrowers on the 
American bond market have backgrounds which raise legitimate national security 
questions. Take, for example, the large Chinese "red chip," CITIC, which has some 
$23 billion in total assets. This important financial and industrial oonslomerate is 
chaired by Wang Jun, the controversial arms dealer who met with President Clinton 
at a coffee klatch on February 6, 1996. Wan^ Jun is also Chairman of Fbfy Tech- 
nologies, a large companv reportedly dealing m arms sales (among other activities). 
Poly Technologies was allegedly involved in a msyor scheme to smuggle some 2,000 
AK-47 assault rifles to West Coast street gangs and planned for future lethal arms 
sales (including shoulder-launched surface-to-air missiles). Fortunately, the FBI in- 
terdicted this nrst shipment. 

When the U.S. media attention focused on Wang Jun's session with the President, 
Mr. Clinton termed the meeting "clearly inappropriate.** Indeed, today Wang Jun re- 
portedly cannot obtain a visa to visit this country. Given these circumstances, it 
seems fair to ask some questions: 

• If it is ''clearly inappropriate** for the President to have met with Wang Jun and 
he is denied entry into the United States, is it appropriate that the company he 
heads has issued some $800 million in bonds in our markets? 

• What do CITIC prospectuses cite with regard to the company's association with 
Poly Technologies (a reportedly 50 percent subsidiary of CITIC until 1985)? Is the 
fact mentioned that CITIC*s chairman is also chairman of this military-related 
firm? Does not CITIC reportedly still own a piece of Poly Technologies through 
an intermediary company. Continental Mariner? 

• It has likewise been reported that U.S. intelligence sources believe that CITIC ac- 
tually reports to the General Staff Department of China's Military Commission, 
not the State Council as is advertised. Is this suspicion reflected in any publicly 
available materials for prospective U.S. investors? 

Bank of China 

Consider the Bank of China and its role as the banking intermediary for pay- 
ments to Arkansas restauranteur Charlie Trie, who was accused of illegal campaign 
donations in the 1996 elections and is under investigation for possible other felonies, 
including espionage. It could be that the Bank of China was only performing a nor- 
mal banking function and not part of any illegal activity. Nevertheless, it is interest- 
ing to note that the Federal Reserve has not acted for some 2 years on the Bank 
of China*s request to open a branch in San Francisco, reportedly because of concern 
over abuses allegedly mvolvine the bank. The question is: Is it not prudent to take 
a closer look at the Bank of China when it comes to New York for its next dollar- 
denominated bond offering? 



"^ China has also issued bonds in Hong Kong dollars, Swiss Francs, and, much mor« recently, 
Deutschemarks. 
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The PRC Government 

Finally, when the borrower is the People's Republic of China, where did the esti- 
mated $2.7 billion in bond proceeds ultimately end up? Hopefully, a portion of these 
funds did not find their way to help pay for the new DF-4l mobile ICBM, the new 
JL-2 submarine-launched ICBM, or any other sophisticated, world-class military 
systems, which will be targeted at the United States and our assets overseas. Many 
Americans with human rights and other concerns may also seek to ensure that PRC 
bond offerings are not funding, for example, enterprises involved in suppressing any 
individual fireedoms. 

The purpose here is not to cast aspersions on all of the Chinese borrowers or fund- 
raisers in our markets, or to propose the suspension of any borrowers or equity issu- 
ers on the basis of what we know today. It is rather to affirm, Mr. Chairman, that 
ereater security-related disclosure and screening is ui]gently required if we are to 
build a more cooperative and sustainable bilateral relationship with China. 

The Easy Way or the Hard Way 

Most U.S. market players, frankly, view the notion of achieving enhanced national 
security-related surveillance of these markets as an anti-free market activity which 
is doomed to fail. Some understand, however, that it is not a matter of if but when 
a nugor geopolitical incident occurs which will focus the wrong kind of public atten- 
tion on tne U.S. corporate suppliers and finders involved with such a foreign client. 
For example, when a weapon of mass destruction is fired on a ballistic missile in 
anger, it is easy to imagine the intensity of the recriminations that would be di- 
rected at those who may be seen to have helped make that heinous act possible.^ 

In the case of such a tragedy, with possibly tens of thousands of casualties, will 
U.S. investment banks and others want to face the onslaught of potential congres- 
sional and media attention alone? Alternatively, would such U.S. nrms prefer point- 
ing to a pood faith partnership with the appropriate Executive Branch agencies and 
ooneressional committees? Perhaps these IJ.S. Government agencies and committees 
oouid backstop the internal efforts made bv these firms originally to ''snakecheck'* 
the foreifpQ borrower or eauity issuer who later committed, or was implicated, in a 
global crime. With some 20 countries, according to the CIA, currently expected to 
acquiro weapons of mass destruction and ballistic missile delivery systems by the 
turn of the century, this scenario is not far-fetched. 

Even if this chilly prospect seems remote to some on Wall Street, consider some 
of the new, unsavory caare of potential U.S. investment bank "customers" which 
could end up being legitimatized through access to our capital markets and most 
prestigious nrms — not to mention the immense financial and political benefits of 
same: proliferators, terrorist-sponsoring nations and groups, national military estab- 
lishments, intelligence and technology theft front companies, organized crime syn- 
dicates, drug cartels, arms smugglers, and money launclerers. 

Should investment banks ana other capital market participants wish to tackle 
this admittedly complex problem internally — acknowledging that no perfect system 
can be constructed — it would certainly go a long way toward advancing this coun- 
try's security interests. After all, what would be wron^ with explaining to any pro- 
spective customers and the marketplace that the firm is now persuaded that subtle 
penetration of our markets by undesirable foreign government-related fund-raisers 
(who are not what they purport to be in prospectuses) is already underway? This 
kind of additional, security-related due diligence is now warranted. 

Instituting new types of disclosure to create appropriate investor transparency at 
the front-end of these prospective offerings by foreign fund-raisers could make an 
incalculable difference in curtailing opportunities for those covertly dedicated to un- 
dermining U.S. and other democratic interests. The alternative would be to stand 
by and watch the American people innocently funding — through their pension funds, 
mutual funds, and other means — those who would airectly or indirectly harm this 
country and their deeply held values. 

Conclusion 

Mr. Chairman, I believe we all want to see China, Russia, and other emerging 
market participants make steady gains in the direction of free markets, democratic 
institution-building, human rights, religious freedom, and a civilized, benign foreign 
policy. There are certainly genuine merits to most of the openings created by tne 
U.S. and global business communities in these countries, particularly the devolving 
of authority away from the state and toward the entrepreneurial individual. Never- 
theless, we just are not going to achieve these common goals and successfully bring 



^In this connection, it is useful to remember the appropriate criticism of the Bush Administra- 
tion's pre-war support for Saddam Hussein, better known as the Iraqgate scandal. 



Digitized by 



Qoo^^ 



42 

China, Russia, and others into Western political institutions and financial and trad- 
ing systems in the absence of adequate discipline, transparency, and conditionality 
with regard to U.S. financing of prospective adversaries or those who would aid and 
abet them. Such discipline and transparency are clearly inadequate today. 

At the end of the day, I believe it all comes down to sustainability. When the re- 
spected U.S. foreign policy figures characterize those in Congress and elsewhere who 
would seek to impose some modicum of security-minded disclosure, transparency, 
and discipline on foreign entrants to our markets as reckless and counterproductive, 
they are, in my view, promoting an unsustainable and potentially dangerous U.S. 
policy. 

Mr. Chairman, an appropriate balance must be struck between U.S. capital mar- 
kets and our national security. Practically none of the public or private sector pro- 
fessionals I have spoken to with respect to this major, emerging national security 
challenge over the past decade had any interest in unnecessarily disadvantaging 
U.S. firms and driving business offshore, often ri^ht to foreign competitors. Equally 
strong, however, was the sentiment that continuing to ignore this burgeoning, for- 
eign government-sponsored use of our capital markets by wrong-doers in the guise 
of normal market participants was simply intolerable. 

I am confident that you and most of your Senate colleagues on the Banking Com- 
mittee have already chosen — in hopefully rare circumstances — which set of consider- 
ations must ultimately prevail. Tne U.S. Market Security Act is an indispensable 
first step in putting into place a sensible monitoring or screening process which 
seeks to protect, in a nondisruptive, prudent fashion, the national securitv interests 
of the United States against an increasingly sophisticated array of global bad actors. 
As called for in this historic legislation, our allies, catalyzed by G-7 action under 
U.S. leadership, should also proceed with formulating similar market surveillance 
mechanisms as the affected security concerns are, more often than not, common 
ones. The mere creation of an Office of National Security at the SEC would send 
an important signal to the would-be or actual bad actors seeking funding from the 
American people. Without any proposed capital controls or explicit enforcement meas- 
ures, the U.S. Market Security Act of 1997 contains a clear message: The relevant 
Committees of Congress — including Banking, Foreign Relations, and Intelligence — 
are now watching, even if most in the Executive Branch and the markets remain 
perilously dismissive of this complicated 21st century security challenge for this 
country and our allies. 

Recprettably, the prospect of potentially devastating consequences stemming from 
largely unchecked foreign access to our markets will only expand from here, barring 
the passage of S. 1315 or a similar bill which institutes security-minded disclosure 
and transparency in order to inform and benefit U.S. investors, particularly those 
not on Wall Street. Fortunately, leadership is coming from Congress on this family 
of financial issues, including that from Senators D'Amato, Brownback, McConnell, 
Mack (who introduced S. 1083 on July 29, 1997), Kyi, Bennett, and Dodd. In the 
House, Representative Solomon is taking the lead in support of these new reporting 
requirements. 

Should we fail to step up to this new national security monitoring effort at the 
Federal level on a balancea, carefully-crafted basis, there is little doubt that it will 
be taken on at the State and municipal levels in a blunter manner which would 
likely prove more chilling to our highly successful capital markets. Make no mis- 
take, Mr. Chairman, this public policy concern has potentially powerful grass roots 
elements.^ Once they have been informed, the American people will not sign on to 
foreign government-related debt and equity issues of just any stripe or be success- 
fully wooed by those who view passive introduction of some of'^this Nation's foremost 
security concerns into the already-existing disclosure requirements of our capital 
markets as extraneous and unwanted intervention. 

Thank you for this opportunity. 



* Achieving some understanding of the way these new financial security issues resonate at the 
grass roots level was greatly advanced by niany "Utchen table" discussions with Dan Davis, 
M.PA. He wiU be missed. 
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FINANCIAL SANCTIONS: 
HOW MIGHT THEY K USED AGAINST rnOUFEIUTORS? 



PygfMUCd ibr dit Noupiolifcfirion Policy Educanon Cciuer 

by Rofer W. Robimon. Jr.. Praideoc. RWR Inc. 

ind Fomer Scaior Dvccnr of InBBmicioail Ecooocnc Affiirs 

M die Nauofial Seoincy Council 

A Low PMai for Tndt Saacrioat 

It is probably fiur to say dot die exercise of nde-reliied sanaxHis is as anpopuiar 
\ alliance pannen of die UaiKs SiMes today is ai anyume since die early 1980's. Our 
I friends in particular still vividly recall die Reapn Adminisirauon's Poland- relaied 
Sixrian gas pipeline sanctions whicb ullimaidy c«alyzed - after much acnmony -- a 

I allied comensus on East- West nde. financial, energy and (echnoiogy Hows 
I in die Williamsburg Econorac Summit declaratwa of May 1983. 



Today, die cacalyss for heightened alliance tensions - at least in the eyes of Europe 
and Canada - are prindpally die Hdms-Bunon legislative sanctions against Cuba and those 
m e asur es piopo sc d by Senator D'Amaio widi regard to resthcang energy trade widi Iran and 
Libya. Basically, die same key issues have been forced to the forefront of this debate as 
oc cur red in 1982: die idrologiral gulf which exists between the allies and the United Sutes 

; bow best — engagemem or isolation/penalties - to accelerate the demise of odious. 
I regimes: die desire to preserve contract sancuty; the determinauon lo oppose 
e xnaairi iDnality: and die primacy which die allies routinely place on maintaining exports ind 
job growth. 



In certain past circumstances, some of diese argumena against die use of trade 
sanctions have had merit, particularly when viewed in die context of trying to construct an 
orderly, oonsi s tem global ending system and avoid gratuitous export and job losses for. at 
times, questionable foreign policy gains. In shon, trade sanaions have seemingly given all 
economic sanctions a bad name. This development is as unfortunate as it is potentially 
harmful to America's ability to forge unified allied responses to such dangerous activities as. 
for example, die proliferation of weapons capable of mass destruction (WCMD's) and large 
missile delivery systems. 

Wm EcoDomic Sanctioas Survive? 

The fxt is diat widi over twenty countries cstinuted to be engaged m covertly 
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acquiring WCMD's and the means to deliver them, as well as the emergence of ever more 
ominous forms of terrorism, economic sanaions will not fade away as many opponents of 
diese policy tools might wish. Indeed, it is virtually certain that many in the Congress and an 
influential pan of the media would demand economic and other types of retaliation against 
those panics who knowingly aid and abet acts of aggression against the U.S.. not to mention 
any government or group directly involved. 

This will be the case so long as economic sanctions represent the only credible middle 
ground between diplomatic demarches and military action. Recent history provides a litany of 
examples - from the Conoco case in Iran to the President's signing of Helms-Burton ~ of the 
Congress becoming frustrated with effons by the Executive Branch to preserve perceived 
strategic relationships. U.S. exports and alliance unity virtually irrespective of the offense 
(shon of direct threats to America's security). 

Flnandai Sanctioiis: A Better Way? 

Given the political utility of economic sanctions , it is probably useful to search for 
instruments with fewer deficiencies and less political and trade-related blow-back than 
traditional trade sanctions. Here, the carefully-crafted, targeted use of financial sanctions 
offers some distinct advantages: I) they can be a less blunt instrument than a direa 
interruption of trade: and 2) they are more likely to be effective in deterring the undesirable 
behavior of foreign nations. 

What kind of financial arrangements could best serve as sanctions? Regrettably, there 
is no convenient list available, particularly given the modest use of financiai sanctions to date. 
Broadly speaking, however, unilateral government or private sector sanctions could be applied, 
as well as multilateral varieties. For example, the American government could unilaterally put 
at risk to suspected or known proliferators the availability of U.S. Expon-Impon Bank 
(Eximbank) and/or Overseas Private Investment Corporation(OPIC) direct credits, loan 
guarantees and insurance coverage. 

On the multilateral government front, access to Paris Club debt reschedulings (for 
countries like Iran and Syria), the IMF/World Bank and other multinational financial 
institutions could likewise be widiheld in whole or in pan. In the private sector, the access of 
offending companies or countries to the U.S. securities and interbank deposit markets as well 
as more traditional commercial bank loans could also be leveraged. 

In this private sector category, proliferating nations are increasingly selecting the 
Western securities markets as a preferred funding mechanism. To illustrate this point, China 
has issued roughly 75 bonds since 1988. 36 of them denominated in U.S. dollan. The issuing 
of bonds and shon-ierm notes has a number of advantages for countries and their state-owned 
companies, among them: 

• Access to large sums of relatively inexpensive, general purpose cash that can be used 
for almost any purpose the borrower has in mind. 
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The recnucinf of an eaweiy new gnMp of leaden • 

funds, insurance cocnpenies, oofponoons ind even mdivMlMls < 

from sole reliance oo Weswn g ow sr — m m and to— na real bai 

Avoidance of condioonality, discipliae and ooUaKnl in die | 
borrowed funds (e.g., a new avenue lo cscwBvefli i 
in IMF stand-by arranfemems). 

The conscrucdon of politically-powerfU new coMMWMnc ies m W« 
vested financial i merest in ensuring diac die borrowing i 
economic sanctions or odier forms of i 




• The non-reschedulable character of bonds (became, in pen, of die taffesKoadvy 
tnarkec for such insmimenis) evident in die reoeni Mctko cne. «ads o amm m 
incenuve on the pan of Weswn g ov sr — m m » inw x ene m dK cveat of a U^ndcv 
crisis which could do damage lo scores of promioem firms aad posiWy dMonadi of 
investors. 

* The interest rates can be considerably lower dian dieae lo v eieign b unu w eii «e 
accustomed to paying, witness Russia diis ptst htov em b er a ii iamng $1 bdlion for five 
years for its first bond offering since 1917 ai some 3.4S peroeai of dK fh« year U 5. 
Treasury note - a raie as competmve as dac of Veaezneia. Menoo. India and oter 
better '•known international borrowers. 

Given diis list of financial and geo-political beaete lo protiferamn of gomg m te 
U.S. and other Western securities markets, a narional seconcy-oneamd cvatanooa of itieae 
funding acnvities by die Executive Branch and die Congress is overdae. Siauiarty. dHR «e 
significant advantages to die ability of proliiierating moons » have dieir bnks ana dcponts 
from other banking insttmtions in die so-called iwrtank deposit aaricec. These aonaal baak- 
lo-bank deposit arrangements have, m die pest, equipped oaiioas lioe die former Sovvt Umon 
ID bid successtiilly for deposia from Weswn banks for as link as 1/16 of 1 % over the oor of 
funds (i.e.. die London Interbank OffiBred RaK). 



The USSR made imponant use of diese iwrtank deposit a ctivitie s by deplo y mg a 
network of some seven subsidiary banks esiablisiied m maior fiaaacial capials m die Wcsl 
Specifically, diese inexpensive, general purpose cash depam were rootndy *roUed over' at 
maturity, diereby creating medhun-«rm bonowing from what aie typically stan-crm onary 
movements (i.e.. of up to six months duration) 

These largely *below-die-line' borrowings were dien diver«d. from time lo tmK. by 
Moscow to fund activities harmful to Westtm secoricy inBresis (e.g.. lo finance arhnnki gjf 
dieft, insurgencies, client-state support, espiooage activities, eac). The inf a mnm BCQ 
likewise specialized in ainacting deposits as its principal source of finding for die neft nous 
activities of its management. 

A common thread between a prolifieraDr i s s u in g general purpose, sowereign bonds aad 
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anracting unfeoered cash from the global interbank deposit nuuicet is that there are no 
underlying trade transactions which would be disrupted in the event that sanctions were applied 
to restrict these activities. (This would not be the case, for example, in denying or 
interrupting U.S. Eximbank credit guarantees or project-related commercial bank loans.) 

The U.S. has considerable leverage in the global financial markets - leverage diat is 
less pronounced in die trade area. The reason for this is simple: Generally, prolifieraior 
nations are strapped for cash and require access to inexpensive and diverse fimding sources in 
die West. Western lenders, in mm, have no undue dependancy on die practice of helping 
underwrite proliferaiors. 

The U.S. remains a leader in global finance. Any significant limitations on die ability 
of proliferators, for example, to issue securides in diis country,- even if applied unilaterally ~ 
could increase die cost of borrowing for diat targeted nation worldwide. It is even possible 
diai die perceived decline in creditworthiness associated with U.S. financial sanctions against a 
sovereign borrower could be such as to reduce, if not foreclose altogedier, a number of 
important borrowing and funding options for that nation elsewhere. 

Is The Bark As Good As The Bite? 

A recent example of die potential of financial sanctions involves an effort a few months 
ago by Holocaust survivors to persuade die Federal Reserve to suspend die licenses of diree 
major Swiss banks operating in die United States. A letter to William McOonough, President 
of die New York Federal Reserve in December of last year from attorneys of a group of 
survivors stated, *No banking institution should be permitted die privilege of conducting 
business in diis country which has committed and participated in the commission of violations 
of international law. " 

The Governor of New York, die Mayor of New York City, other officials and 
organizations - notably, die World Jewish Congress - made clear to diese banking instioitions 
diat it would not be 'business as usual* in New York City or perhaps elsewhere in die U.S. if 
die government of Switzerland, as well as leading Swiss banks and businesses, continued to 
resist demands for some restitution for Holocaust victims. An article by Alan Coweil in die 
N€w York Times of 24 January 1997 acknowledged diat a combination of diese 
financial-oriented pressures were decisive in producing the desired result: *The change in Swiss 
policy seemed co indicate diat die authorities here had come round co sharing die view of some 
of die country's main banks diat a political gesture was required co defuse a stubborn crisis 
that could damage the Swiss banking industry and economy as a whoie.* (Emphasis added.) 

Anodier example of die successful use of die direat of U.S. financial sanctxxs took 
place in late 1995 in die proliferation portfolio. At diat time, die U.S. intelligence community 
recorded scientific and technkal activity at India's Pokaran test site in die Rajasdian desert 
pointing to an imminent nuclear tesL The State Department declared India's imemkm to 
detonate a weapon "a serious sediack to non-prolifHatx)n efforts. *The Indian govemmem 
flady denied diat any test preparations were underway and diere seemed co be an impasse. 
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According to the Nonproiiferation Policy Education Center, a detailed briefing by our 
Ambassador to India to the New Delhi government on the provisions of the Nuclear 
Proliferation Prevention Act of 1994 had a sobering effea on Indian officialdom. Specifically, 
potential restrictions that could be imposed pursuant to that law on India's borrowing from 
U.S. commercial banks reportedly served as one of the most persuasive elements of 
Washington's campaign co forestall the Indian test. 

In Serbia, the so-called '"outer wall" of allied financial sanctions against that country 
have had a serious impact on Belgrade's efforts to fund ia activities and keep its banking 
system solvent. Indeed, a Financial Times article of 20 February 1997 entitled '*Serb Banks 
Teeter on Edge of Abyss" makes clear that even the Serbian govenunents' freezing of some 
$4.7 billion in foreign currency accouna held in state banks some six years ago has not averted 
a domestic banking crisis. It is estimated that at least $1.5 billion is needed to recapitalize 
Serbia's major banks, an amount currently out of reach given the denial of IMF availability 
and access to external creditors. As a result, less than 10% of all financial transactions in the 
county are reportedly conducted dirough the banking system. 

Even in the last several days, some in the Congress, have on a bipartisan basis 
demonstrated their willingness to move increasingly into the financial sanctions arena with the 
introduaion on 13 February of the "Prohibition on Financial Transactions With Countries 
Supporting Terrorism Act of 1997." co-sponsored by Rep. Charles Schumer (D-NY) and Rep. 
Bill McColIum(R-FL). Although this legislation is desi^ied to interdict a broad variety of 
business transactions between American firms and certain terrorist-sponsoring nations 
(currently permitted due to Administration-sponsored regulatory loopholes) - notably U.S. 
exports to Syria averaging some $212 million over the past two years - it could add anodier 
valuable weapon to the U.S. government's arsenal for combatting direatening foreign 
activities. 

Let me make a prediction with regard to die future of such U.S. legislative initiatives: 
Access CO U.S. taxpayer funds (or contingent liabilities, such as credit guarancees) will be 
increasingly proscribed for suspected or known prdifeiaiors. Due to the uncertain financial 
condition of most prolifierating nations, even this rather straightforward prohibition could 
prove debilitating. Few commercial banks, private insurance companies and other such 
institutions are prepared to lend money to such nations - even in support of the exports of 
valued U.S. clients - widiout substantial risk coverage via taxpayer-underwritten loan 
guarantees or reinsurance like that provided by Eximbank and OPIC. Accordingly, the U.S. 
market could, in effect, be closed co borrowers who are connected to activities deemed 
harmful to U.S. security interests simply by means of taking the U.S. taxpayer out of the 
lending equation. 

The Downside of Financial Sanctions 

A persuasive case can be made that most governments - whether allies or adversaries 
of the United States - are keen co avoid the dreaded use of so-called "capital controls." 
Opening this potential Pandora's Box, it has been argued, should be eschewed even in the 
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presence of nacional security concerns for fear of sending a chill through the delicately- 
balanced global currency, equities and financial markets. The same experts at the Treasury 
Department and elsewhere would likely assert that the increased use of financial sanctions by 
the U.S. could translate into a contraction of the foreign fimds available to finance our fiscal 
deficit, leading to higher interest rates and other serious domestic economic ills. 

Indeed, it is difficult to deny the possil)tiicy and, in some cases, the likelihood that 
various forms of retaliation against the U.S. would occur from the use of diese measures - not 
to mention possible damage to America's reputation as a bastion of the free flow of capital. 
Nevertheless, it is also important to consider the consequences of foiling to make appropriate 
use of the financial sanctions option, as the stakes associated with global proliferation and 
other security-related challenges to this country grow inexorably. 

While it appears that the mere direat of financial sanctions can have a deterrent effea 
on foreign governments and firms and/or cause such governments to accede to legitimate U.S. 
concerns, there can be no bluffing in this area. Accordingly, the \J.S. would want to use such 
sanctions sparingly and only for the most serious, national securicy-relaied challenges. It 
should establish a new set of intelligence requirements if it is to cross the financial sanctions 
threshold. Specifically, it would be necessary to step up the use of intelligence sources and 
methods in the effort to follow elicit money trails, identify the true identity and activities of 
suspect foreign borrowers (including bond issuers), disrupt money transfen and accounts of 
proliferators and dedicate more resources to tracking the sources and uses of funds and 
financing requirements of those nations threatening important U.S. security interests. 

Conclusion 

In conclusion. Congressional hearings, increased media attentk)n and public debate 
could themselves help discipline the actions of would-be proliferators. Moves establishing the 
future use of financial sanctions as a distinct U.S. option could impress upon these violators 
that the heretofore manageable costs associated with their deadly activities - a function of the 
difficulty in enforcing trade sanctions - are about co increase substantiaily. The deterrent 
value of such an option may be particularly powerful to the extent diat such sanctions are 
recognized as entailing both more '"bite" on the target nations or odier entities and arguably 
less collateral damage to the user. In additx>n, the relative novelty of applying this approach 
to proliferators means that it has not been discounted on the basis of past experience of 
countries like China, Iran, Iraq, Russia, Pakistan, Syria, India and Libya that have 
successfully withstood the effects of various punitive trade measures. 

Finally, we should view financial measures of the kinds described above as instruments 
of foreign and national security policy in their own right - not merely an alternative to trade 
sanctions. Although a great deal more work is required to craft such policy tools - as well as 
CO persuade our alliance partners to participate in such a process - it is far better co act now. 
To do otherwise invites a less thoughtful and more rash "lashing out' by the Congress, and 
perhaps even by the Executive branch, in the event that other measures are seen to have failed 
in preventing the threat or use of weapons capable of mass destruction against American 
interests or allies. 
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Sen. D' amato's Committee Serves Notice On Those Who aid and 

ABET U.S. ADVERSARIES: NO FUND-RaISING ON AMERICAN MARKETS 

(Wtihington. D.C.): The Senate Banldng Coanictoe made history today. Under the 
leadenhip of hs Chainnan Alfoase D'Amato (R-NY), the Clintoa Administration, U.S. 
investmem bankers and other financial institutions ~ both public and private sector - and 
fixeign govcmmems were warned by Senator after Senator. These in violation of U^ 
saactioBS law or who cagafc in other activities inimical to American natiooal security 
iuterots wffl be denied, iu Sea. D* Amato's words, tlM '^rivilefe'' of raisiaf capital iu 
this country's marltets. Similar notice was pointedly served on American governmental 
mechanisms - e.g., the US. Eiport-Import (Eilm) Bank and tlM Oveneas Private 
Investment Corporation - engaged in underwriting or guarameeing loans to U.S. suppliers 
doing busineu with foreign oflenders. 

Chairman D'Amato described the purpose of the Banking Committee's heating on 
tlie violation of the Inn-Libya Sanctions Act (1LSA) by Prance's Total, Russia's Gaqirom 
and Malaysia's Petronas in the foOowing terms: 

**This morning the committee will examine whether foreign companies engaged in 
activities that ire in violatioo of U.S. law and policy against terroiism and nuclear 
proliforation should receive financial support fi^xn U.S. govern m ent entities like the 
Export-Import Bank or enjoy the privilege of raising private capital in our financial 
markets.'* 

Sen. D'Amato hoisted the Clinton Adnunistratioo on iu own petard when he quoted 
former Under Secretary of Sute for Policy Peter TantofT u saying in November 1995 - 
when the Banking Committee was first con^dering legishttion diet became the Iran-Libya 
Sanctions Act: **A straight line links Iran's oO income and its ability to sponsor 
terrorism, buUd weapons of mass destruction, and acquire sophisticated armaments. 
Any government or private company that helps Iran to expand its oil must accept that 
it Is contributing to this menace." 

*Lgt'iNotKidOutielvei' 

With charaaeristic directness. Sen. D'Amato described the decision befixe the 
United States with respect to the prospective S2 billion Gazprom-Total-Petronas deal to 
develop Iran's offihore South Pars gu field: 



**Let's not kid ourseh^es. We understand diet there are those < 
interests who pot on tlM back shelf the national interest and security ef this 
country.. .and turn a blind eye towards aggression, towards the terrorist activities 
which Iran hu sponsored and continues to sponsor. 

*Tbe IranhuHUbyan SanctioBS Act was enacted spedfically to preveat this 
fkvm happening. It was enacted with the administration's fiiD support Now with this 
blatant violation, I believe the adnumstration hu a moral and legal responsibility to 
enforce the provisions." 
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D*Am«to*i Recommendationi 

Sen. D'Amato declared, "as a first step, all Export-Import financing for Gazprom should be 
stopped immediately.** Then, he identified the next trea for attention - and action: **Gazprom's 
proposed billion dollar bond olTering" scheduled to come to marlcet next month: 

''Should foreign companies engaged in activities which violate U.S. laws and undermine our 
policies be allowed unrestricted access to our capital markett? Should Russian companies that are 
providhig missile aid to Iran or financing gu deals with them be able to seek financing in our 
marlcets or activities which threaten our national security? Should the United States just sit back 
and allow Gazprom to do busineu as usual? 

**I don't believe so. Gazprom should not be entitled to do business on the basis that all is well 
and that we have an unrestricted firee capital market, because the fact of the matter is that their 
conduct is in btatant violation of our Uw.... 

The U.S. hu a strong and solid tradition of fiee and open markets, which I support. But our 
markets must not be misused by rogue terrorists. And that's what the legislation has provided for. I 
don't believe that we should help finance their immoral activities against us and other civilized 
nations. The Iran-Libyan Sanctions Act provides that the United States may impose, and 
indeed restrict U.S. financial institutions from making kwns above SIO million to any of the 
sanctioned countries.** 

EntwMitriiMtCgnncn 

The hearing's lead witness was Senator Mitch McConnell (R-KY), chairman of the powerful 
Senate Appropriations Subcommittee on Foreign Operations. Among the many highlights of Chainnan 
McConnell's testimony were the following: 

• There's no quesdon this deal strikes to the heart of year bQl [the Iran-Libya Sanctions Act]. 
Senator D*Afflato. The proof is Tehran's reaction. According to the Iranian news agency, the 
agreemem calls our bluff and represents a 'moral victory because worid public opinion, especially in 
Europe, has taken a firm line against the U.S., particularly with the extraterritorial business of the 
Act. This is the most vahiable aspect ofthe deal for us.' That's Tehran's reaction. 

''Mr. Qiairman, let me emphasize that last point Two billion dollars isn't enough for Iran, it's a 
victory over U.S. Uw, the dZrecf attack ajf American inUrtsts that Tehran values. 

• 1^ me turn to Gazprom's deal in Iran. Critics argue that it is short-sighted to cut off ExIm's line 
of credit. There is no quesdon Gazprom could eventually find alternatives to U.S. suppliers. 
However, there is also no question they wouki co mp romise on American quality, experience, and 
the ready financing available under Uie 1994 MOU [with ExIm Bank]. Let's not forget, foreign 
investment in Russia has been a Oat line. Official corruption, crime, and weak legal and 
banking institutions have been huge deterrents. Gazprom's 30 percent share of an estimated 
S2 billion investment deariy surpasses the threshold csteblished by Uw. 

• "In a related area, Tve pressed the administration for three yean to use our AID program and to 
take decisive action against a growing Russian-Iranian relationship in the area of nuclear and 
ballistic missile technology. I am deeply disappointed in the Administr^on's rehictance to 
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aggreoivdy tackle thii isfue. However, it's only fiur to acknowledge Che proMcm b in Moscow, 
wiMre there is a dear natioMl secvrity policy to itr e n g tl w ties to Tehran. 

"With little evidence of Russiaa interest in tenninating nudear cooperation, I have a hard time 
believing the ICivnlin win take any actKM which could oooiproaise the money-fttaking potential of 
this gu deal. Russia's inespoosMe. if not dangerous, alliance with Irui should not compromise our 
policy or the principal interesa we have at stake. U.S. Export-Impoft Bank must serve those 
interestt. Let me be very dear here: the Bank's good staiading is at stake. 

• ''Senator D'Amato, the message of the day is simple: We know Iran is aggressively pursuing a 
nudear weapons program. U^ agencies and institutions shoold not nnderwrite companies 
willing to generate profits for Tehran to boy or build that bomb." 

Senator McConneU noted in the hearing that he had sem the Chairman of the U.S. Export-Import 
Bank, James Harmon, a letter on 22 October 1997. In it, he fbrcefiiUy told Mr. Harmon (who also 
testified before the Banking Committee today): 

**I bdieve the Bank should immediately suspend all pendiog transactions involving 
Gazprom and should not agree to any further financing unless the contract with Iran is 
terminated. I will offer language in the Foreign Operations conference to be included in the 
Statemem of Managen reflecting this position. There is no question that Gazprom's operational 
capabiltties are enhanced by U.S. exports which couki directly improve the efficiency and 
productivity of Iran's fidds. This is absohitdy unacceptable. Moreover, I want yon to 
underMand that / wiU take whatever steps are necessary consistent with the procedures 
outlined in your September letter to oppose the praviskm of flaandag, given my view that oil 
production fafls into the category of supporting a snrplns commodity.... 

**I do not wish to see congressional support for your activities compromised because yon 
have financed transactions which many bdieve not only violate the intent of ILSA, but also 
represent a threat to U.S. national security interests." (Emphasis added.) 

Enter Sam Brownback 

Sen. D' Amato credited Senaton Sam Brownback (R-KS) and Jon Kyi (R-AZ) with catalyzing 
this morning's session on an expedited basis. The former, who chain the Fordgn Relations Committee's 
Near Eastern and South Asian Affiurs Subconunittee, continued his strong leadership in this area by 
contributing to the history-making character ofthe Banking Committee's hearing. Particubuly 
noteworthy were the following among his remarks: 

• **I think this deal is something we have to stand up and speak out about. The [Gazprom) bond 
ofTering would essentially result hi U.S. investon funding activities which pose serious threats 
to U.S. national security interests. And I can't put it any binnter than that. You've put it as 
wdl that way, as hu Senator McConneU. This is something which I believe we must examine 
dosdy. 

• 'n^ow, I'd like to say right at the outset that this is not a case of being out to get Russia or to 
prevem U.S. companies from doing business with Russia. That is not the intent at all. Gazprom's 
ittvcstmenU in Iran and Libya, however, and its attempU to fbnd these activilles on the U.S. 
market are a matter of national security and one which, if nothing dse, needs to be brought 
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Sen. Brownback's tesdmony prompted Sea. Leuch Feirdodi (R-NC). Chainnan of the Banking 
Committee's Subcommittee on Finandai Institutions and Regulatory RefieC to broaden the lense ftuther 
still: 

**.. A Russian state-owned firm b insulting the VS. by openly defying our sanctions laws 
against Iran. Then they come to Wall Street saying. 'Can we use your deep pockea to help us 
finance this deal?* Well, Wall Street's deep pockea ire simply the mutual fiuids and pension fimds 
of this country. Why should America's small investors and retirees finance the devekipment of 
Iran's natural gu reserves? And when it boils back down to it, that's exactly who's doing it. 

"When I see these kind of absurd things going on, it reminds me of the old phrase the 
Communists put in themsdves: *Givc them enough rope and they'll hang themselves.' And 
we'rt trying. 

"Why shouki we finance projects fix- our enemies? I cannot understand anybody with any 
common sense wanting to be part of this ded. I think Wall Street shoold say *No' te the deal, 
and if they do not, then I think we should block it by legislation. 

"Mr. Chairman, let me also add that this is also part of a bigger problem, that is the foreign 
influence in oar securities aurkets by governments and companies con nect ed te 
governmenti. They're issuing bonds left and right Last week, I hitroduced a bill [S. 1315] te 
create an Oflice of National Security at the SEC [Securities and Eachange Commission] te 
monitor this kind of bond oflering. I am particularly concerned about China and companies that 
are directly connected to the Chinese govemmem and the Chinese army. Billions of doOan worth 
of those bonds are flooding into our market I plan to k>ok at the Chinese aspect of this bond issue 
next week.** 

Enter Chris Dodd 

Even one of the Banking Committee's ranking Democrats, Sen. Chris Dodd of Connecticut was 
moved to associate himsdf with his Republican colleagues - spedficaOy, Chainnan D'Amato and 
Senator Bob Bennett (R-UT), the latter of whom had dted approvingly Sen. McConndl's words and a 
recem newspaper headline that sud "The Evil Empire is Alive and Wdl and Its Headquarten Are in 
Tehran.'* Sen. Dodd went on to add: 

"Fm not opposed to my country standing done. We dki for a long time on South Afiica. It was 
virtually - for many months it was the United States that was moving. And many saui, 'Look, 
you're going to stand done on this.' Ultimatdy. we were on the right side of hittory. Others joined 
us. And I think we're on the right side of history on this issue.'* 

w^Uh Ttlit SlWtt 

It is predictable that the Clinton Administratk>n will attempt to respond to this historic and 
withering expresdonofbipartisan opposition with a gambit of proven effectiveness: the siow-rolL* 
Convinced that its asdduoudy promoted "strategic partnership'* with Russia hangs in t he bala nce and diat 
relations with Europe are alrody stressed out with Hdms-Burton and charges of U.S. extntcrritofiality. 
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the Adminintnttion no doubt sees the necessity of forestalling - and ultimately eliminating — this 'threat 
to key alliances.** 

Specifically, the Gimon team plans to take fiill advantage of the provisions of the Iran-Libya 
Sanctions Act that allow the executive branch, at the President's direction, to take as mnch as ISO days 
to react to violations. By delaying the start of that 180 day period for u long as possible, the ck)ck 
leaduig to sanctions will not be started. The Administntion cynically calculates that, with Congress in 
recess over the next ftw months, critical attention will wane and pressure for action like that disaissed by 
Senators today will dissipate. 

In the end, the Clinton Administration will try to package ^'assurances'* from the 
governments of the companies Involved ui the Total consortinm with Iran that they wiU redouble 
their cflbrts to halt missile technology sales to Iran and other transfers of weapons of mass 
destruction. Just u China has gotten Presidential approval for iu bid to purchase U.S. nuclear reactors 
on the basis of such fiouous and empty ''assurances,'* this newest package will be presented as an 
effective substitute for direct U.S. sanctions against these foreign enterprises. In &ct, it will amoum to 
nothing less than a waiver of any serious ELSA sanctions. 



To understand where this will end, one need look no fiuther than Saddam Hussein's latest spittle 
in America's eye. Following the latest, imensive efibrt by Russia and France (and China) to undermine 
the U.N. sanctions regime against Iraq, Baghdad peroeived a fiactured coalition that woukl not resist his 
kmg-awaited breakout, starting with the expulsion of all U.S. inspectors tmm Inu|i territory. 

The message should be dear The Senate must not leave town without establishing the foUowing: 

• The Administration's ''slow rolT strategy wiU not be tolerated and that a Presidential 
determination that QLSA is being violated by the Total consortium should be made forthwith. 

• No package of ''assurances'* wHl be allowed to substitute for the dearly requhned, tengh and 
direct sanctions against Total, Gazprom and Petronas '^inthM eas€ of Gazprom, imebuBtig 
oeeoa to U<S eapUtU moHuts, 

o There must be no ftirther dbbunemcnts under Ezim Bank loan guarantees to Gazprom - 
induding those already approved by ExIm's Board but not released by commercial banks. 

• The President should be called upon te nse any measures necessary, Induding his anthority 
under the International Economic Emergency Powers Act (IEEPA>, to prevent Gazprom 
from going forward with the SI billion bond olTering it is expected to issue hi the UJS. market 
In the near Aiture. 
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Introduction 

Thank you, Mr. Chairman. I appreciate the opportunity to present my views on 
the threats to U.S. interests posed by Chinese state entities in U.S. capital markets. 

My name is Randolph Montana Gfuon. I am a Fellow at The Potomac Foundation 
in McLean, Vireima, doing research on economic security issues with Dr. Norman 
Bailey, former Economic /Ulviser to President Ronald Reagan at the National Secu- 
rity Coundl. For the past 20 years, I have been an investment banker and fund 
manager in London, Geneva, Moscow, and Hong Kong. I have served as an adviser 
to the People's Bank of China, Bering's equivalent of our Federal Reserve. This 
work has enabled me to be a player — in a small way — in the global banking market. 
and has given me a perspective on what is happening out there with securities and 
bonds. 

For the record, I am an American citizen, bom in Hong Kong of Chinese-American 
parents. I came back to this country when I was 12, and attended high school in 
San Francisco and college in New York. 

Mr. Chairman, let me begin my testimony with a developing news story. A week 
before the meltdown of the Hong Kong stock market on October 23, two Members 
of the U.S. Congress asked for an investigation of Chinese billionaire Li Ka-shine 
by the U.S. Securities and Exchange Commission (SEC) with respect to his alleged 
involvement with market manipulation of China-backed shares m New York. The 
Hoiw Kong Standeurd, the Oriental Press, the Hong Kong Economic Journal, Next 
Media, and the World Journal in Taiwan all ran stories — some of them on the front 
page — on Li's sudden SEC problems. 

This prompted a sharp decline in the share prices of the four Li-linked companies 
on the Hong Kon^ Stock Exchange. At its lowest point on October 16, the market 
capitalization of the four Li-linked companies lost close to US$2.5 billion, with his 
f^fflhip company, Cheung Kong tickings Ltd. , taking the hardest blows, shedding 
US$0.49 per share, and losing 5 percent of its market value. By comparison, at its 
lowest pomt on that day, the Hang Seng Index (the Dow Jones of Hong Kong) lost 
only 2 percent of its value. 

the Hong Kong market then continued to fall, and soon similar drops followed 
in the American stock markets as well as those in Japan, South Korea, England, 
Australia, Germany, Mexico, France, and others. The Washington Post linked all of 
these drops to the %bA news" coming from Asia along with the generally overvalued 
stocks present for months in the market. 

This episode started when I came to Capitol Hill about 2 months ago to warn law- 
makers about the growing involvement of Chinese state-owned enterprises and 
China-backed investors in the U.S. securities market. I had told lawmakers here 
that U.S. securities mariiets will j^ the way of the Hong Kong Stock Exchange if 
they foil to stem the waves of Be^mg-backed entities who were playing games with 
the stock market system. 

Senator Alfonse D'Amato, Chairman of the Senate Banking Committee, and Rep- 
resentative Gerald Solomon, Chairman of the House Rules Committee, took the lead 
by writing to SEC Chairman Arthur Levitt, demanding investigations and enforce- 
ment actions. It was their letters reported on the front pages of the Hong Kong 
newspapers — and on Hong Kong television — that started the sell-off in the shares 
of compNBmies under the control of Li Ka-shing, the doyen (hie boss) of China-backed 
billionaires in Hong Kong, and a close confidante of Chinese President Jiang Zemin. 

Furthermore, with the help of Representative Solomon, we punctured the 1)ub- 
bles" on the US$4 billion Imtial Public Offering (IPO), Be\jings biggest so far, on 
the New Yoris Stock Exchange by writing to Uie SEC's Arthur Levitt protesting 
about the listing of China Telecom. This drove the stock price down below its issue 
price on the first trading day. Previously, I had asked Richard Grasso, Chairman 
of the New York Stock Exchange, to delay or suspend the listing of China Telecom 
until the concerns raised by Representative Solomon had been cleared by the SEC. 
Fund managers duly took note of this in their sell-off of China Telecom on the open- 
ing day of trading. 

Poor disclosure, lack of transparency, and corrupt market practices such as price- 
ramming, insider trading, and lax accounting standards seem to be the hallmarks 
of these Chinese state entities. But their shiues and bonds are being offered on an 
increasingly large scale to U.S. mutual funds, pension funds, and other financial in- 
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stitutions. Now the meltdown of the Hong Kong stock market has shown the danger 
of such involvement for this country. 

Mr. Chairman, to safeguard the integrity of the free enterprise system in the 
United States, we must ensure that Beijing plays by the rules of a self-correcting 
market on a level playing field. The United States must encourage China to adopt 
a market economy, but we cannot allow market manipulation by Bering and their 
chosen cronies in our backyard. 

The Issue 

The issue here is that Beijing needs big money from the United States to develop 
its economy. 

Recent moves by the Chinese leadership to restructure some 300,000 state-owned 
enterprises will unleash a tidal wave of Chinese stock and bond offerings seeking 
gargantuan financing from U.S. capital markets, with U.S. institutional investors as 
the final destination of a potential flood of Chinese securities and bonds. Business 
Week reported estimates by investment bankers of at least 350 such securities offer- 
ings a year for the next 10 years. (Business Week, Sept. 29. 1997). 

Mr. Chairman, despite the foreign exchange reserves ot some US$130 billion, the 
losses racked up by China's state-owned enterprises amount to some US$85 billion 
on an annual basis. So, it is not hard to imagine that Bering needs world capital 
markets to keep its economy growing. 

Just this year alone, China has raised more than US$25 billion in international 
bond and equity offerings, ranging from a US$278 million deal by Beijing Enter- 
prises Holdings Ltd. , a grab-bag state company featuring a tourist concession at the 
Great Wall of China and various McDonald franchises, to a US$4 billion IPO by 
China Telecom. 

Before the IPO in New York, China's Minister of Communications, Wu Jichuan, 
had promised to ease accounting rules in order to boost the profits of the companv. 
certainly a startling example of state intervention. In the United States, we would 
call this fraud, as did Congressman Solomon in his now famous letter to Arthur 
Levitt. The New York Stock Exchange (NYSE) let the company go ahead anyway 
and raise US$4 billion, in time, I guess, for President Jiang 2emin^ visit to Richard 
Grasso, NYSE Chairman. 

The fact is that most of these Chinese securities and bonds listed through Hong 
Kon^ capital markets for resale to U.S. institutional investors are subject to market 
manipulation by privileged insiders closely tied to the Chinese leadership. 

State corruption at the highest level throws into real doubt the reality of Be^inG^s 
much-ballyhooed conversion to a market economy. Are the forces of the market reculy 
at work in China's so-called market economy? Or is it the result of market manipula- 
tion by the ruling communist elite? 

Mr. Chairman, the question we must ask ourselves is this: By letting Beijing access 
our capital markets, are we helping China's economic reform, or are we financing 
the regime's corruption and capital flight? Mr. Chairman, the same question can be 
asked about Russia. 

The recent troubles in the Hong Kong stock market, with its heavy concentration 
of Bering-backed companies, have shown the perils of such entanglement for the 
U.S. exchanges. As this concerns the security ot U.S. capital markets and the integ- 
rity of our free enterprise system, we must now put this issue on the agenda of the 
Nation and make it a bilateral concern in U.S.-Cnina relations. 

The American people should be deeply concerned with the growing involvement 
of Chinese state coxporations id U.S. capital markets. Beijing is seeking massive fi- 
nancing from the United States for its state-owned enterprises through securities 
and bond offerings, often taking the shortcut by circumventing SEC rules. 

A Chinese sponsor of one securities offering linked to Li Ka-shing has been named 
by New York Federal Judge Charles Sifton as having been engaged in "s^tematic 
fraud.** Lao Yuanjri, Managing Director of First Shanghai Capital Ltd., instigated 
a Ponzi scheme in foreign exchange futures defrauding ^e life savings of hundreds 
of elderly pensioners in Brooklyn, New York. 

The details of this case can be found in Order No. CV-93-0088-CPS, U.S. District 
Court, Eastern District of New York, August 9, 1993. Mr. Chairman, I hope your 
colleague from New York on the Senate Banking Committee can brin^ this to the at- 
tention of Robert Morganthau, the New York District Attorney, for criminal prosecu- 
tion, as the U.S. Government is only going for civil fraud in this case, no doubt due 
to the Administration's sensibilities over relations with Beijing. 

But this goes on and on, Mr. Chairman. The Insider Dealing Tribunal in Hong 
Kong had found Li Ka-shing to be culpable of "insider trading in 1987. But this 
material fact was not disclosed in the new stock offering bv China Telecom on the 
New York Stock Exchange, even though companies controlled by Li Ka-shing are 
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listed as principals in the transaction. Imagine if this is a case involving Michael 
Milken, what the public outrage would be! 

Nor is this material fact ever disclosed to the SEC by Mr. Li's fla^hip company, 
Hutchison Whampoa, in its US$2 billion bond placement with U.S. institutional in- 
vestors 2 months ago. This is in direct contravention to Rule 10b(5), Section 12(2), 
and Section 17(a) of the Federal Securities Act, which mandate full and complete 
disclosure of all material facts. 

Mr. Chairman, even if Congress agrees that, in a global economy, U.S. pension 
funds and financial institutions should finance Chinese state-owned enterprises, the 
United States must ensure that Beging and their cronies play by the rules of an 
open, transparent market — the level playing field which is so crucial to democracy 
in this country. 

American fund managers who have suffered heavy losses in the past week must 
now be wondering whether companies with such lax standards as China Telecom, 
China Southern Airlines, and Beijing Enterprises should have been allowed to offer 
their securities to U.S. investors, and whether these Chinese state entities have 
complied with all the relevant U.S. regulations and laws in their share offerings. 

Market manipulation by the Beging-backed investors may have contributed to the 
meltdown of the Hon^ Kong stock market and indirectly to the mini-crash on Wall 
Street last week. Their flajg^^ant disregard for the integrity of the free market now 
has new victims — the smalfinvestors on Main Street. 

Beging's reform of state-owned enterprises is becoming a Trojan horse for the mob 
rule of a one-party state, to be subsidized by capitalization from U.S. savers as well 
as retirees. 

Mr. Chairman, I believe the intent of your legislation is not to inhibit the free 
flow of capital in our increasingly globalized economy, but to ensure that this flow 
takes place on a level playing field. That is why the legislation should focus first 
on enforcing existing laws, the Federal Securities Act of 1933 and 1934, such as the 
full disclosure requirements mentioned earlier in the testimony. 

Many of these Chinese and Russian securities and bonds are unable to meet the 
rather strict registration requirements of our SEC. That's why they're being sold to 
U.S. institutional investors through the exemptions under existing securities laws. 

There are two main exemptions from SEC registration requirements currently in 
use by these problematic issuers. The first exemption is Regulation S, which allows 
these unregistered securities and bonds to be sold to American investors in offshore 
transactions. The second exemption is Rule 144(A), which enables these same secu- 
rities and bonds to be sold in private placements with financial institutions in the 
United States, again without having to be vetted by the SEC. 

Mr. Chairman, it would be relatively simple to force these undesirable corporate 
entities to submit to the vetting process of the SEC. Current Federal case laws al- 
ready provide an easy remedy and a legal precedent. The case of Stokes v. Lokken 
on the 8th Circuit Court in 1981 has already established that those claiming exemp- 
tion from SEC registration have the burden of showing its application. 

Therefore, Mr. Chairman, you and all of your colleagues on the Senate Banking 
Committee should remind Arthur Levitt that all he has to do to keep out these 
undesirables is to require all those claiming exemption from SEC re^stration to 
prove that they really Qualify. I have written an Open Letter On Chinese Shares to 
the SEC, dated September 2, 1997, with detailed analysis and recommendations on 
some of the concerns raised. Mr. Chairman, I hope your legislation, the U.S. Market 
Security Act of 1997, can provide the institutional framework for the SEC to focus 
on a solution to these problematic practices which are beginning to change the rules 
of the game in our free market system here. 

Main Points 

• Can China really reform? Is the market economy really free in China? Is private 
enterprise really private in China? These are key issues in U.S.- China policy. 
{Result of discussion with C. Dean McGrath, Chief of Staff to Rep. Chris Cox, on 
Republican policy on China.) 

• China's system of privatization is plagued with corruption at the highest state 
level, and this problem is now being re-exported to U.S. capital markets through 
securities offenngs circumventing tnose rules of the SEC in the United States. 
{World Bank President James Vfolfensohn has pointed out just recently that cor- 
ruption is compromising economic reform [in China] — Financial Times of London, 
Sept. 19, 1997.) 

• Telltale evidence is the involvement in these securities offerings of Li Ka-shing, 
a close adviser to President Jiang Zemin. A Chinese sponsor of another securities 
offering linked to Li Ka-shing was named by a New York Federal judge as having 
been engaged in "systematic fraud." {Cambridge University criminology text on the 
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corruption in Hong Kong and China; Financial Times of London, August 18, 1997; 
Order No. CV-93-0088-CPS, U.S. District Court, Eastern District of New York, 
August 9, 1993; Confirmation by Citibank Managing Director James P. Donovan 
in a videotaped interview with NET on September 26, 1997 in New York Citib<ink 
headquarters.) 

The Chairman of the Hong Kong Stock Exchange, Edgar Cheney, warned recently 
that the China-backed shares have ''a high propensity for volatility . . . greater 
opacity . . . and an environment in which malpractices such as ramming and in- 
sider trading can more easily flourish." It has become increasingly difficult for 
Hong Kong to police these companies controlled from Bering, the shares of which 
are being resold on a massive scale to U.S. mutual and pension funds. (Financial 
Times of London, September 18, 1997.) 
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Open Letter On Chinese Shares 



September!, 1997 

The Securities And Exchange Commission 
Stfa Street, N.W. 
Washtngtoa, DC. 20549 

Dear Sirs, 

The interpretative rulings of Release No. 7423 dated June 18, 1997 by the 
Securities And Exchange Commission rS.E.C.*^ have helped to highlight 
the abuses of R^ulation S and Rule 144 (A) by many investmem bankers, 
leading us to believe that there should be S.E.C. review of the current issue 
of unregistered securities from Chinese state corporations being sold to 
U.S. pension fiuds. 

These abuses concern the fiwrt that, in simultaneously offering these 
unregistered securities to U.S. pension fimds under Regulation S and Rule 
144(A), problematic practices arise that leads to possible violations of 
Section 230.903 (a) and (b), and Section S of the federal Securities Act by 
these investment bankers acting as both mandated and statutory 
underwriters C^mderwriters**). In other words, offera ostensibly made 
under Rule 144 (A) before and during the Regulation S restricted periods 
end up becoming ofi&hore transactions under Regulation S afterwards, 
flouting the prohibition against ''directed sellii^ effort** in this country. 
Their objective is to pre-condition U.S. capital markeu in an effort to 
stimulate demand and price support for eventual resale in this country 
under Rule 144(A). 

The original intent of these S.E.C. regulations is to protea the US. 
investing public from vagaries of foreign or offshore stock offerings. Thus, 
certain ''procedural safeguards'* are set up under which unregistered 
securities for offiriiore transactions are allowed under Regulation S while 
sales of these securities through private placements to "qualified 
institutional investors' in the United States [ i.e. pension fonds, etc.] are 
permitted under Rule 144(A). 
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However, the legal sanctutry of "safe harbor** provisions, enacted as **procedural 
safeguards** to shield U.S. investors from unregistered securities, is being breached as the 
boundaries between Regulation S sales and Rule 144 (A) transactions are shifted back and 
forth u a function of maxinuzing profits and nuu-keting tactics on the part of these 
underwriters, who increasingly transform Regulation S sales into massive "parking" 
schemes offshore before the holding period for what are really onshore Rule 144(A) 
placements. 

In connection with the public offerings overseas, usually during the Hong Kong listings, 
underwriters generally "effect transactions which stabilize or maintain the nuulcet price 
of . . the American Depositary Share at a level which might not otherwise prevail[,r 
according to the offering prospectus for Harbin Power Equipment Company Ltd. by SG 
Warburg C^Swiss Bank Corporation**). This raises the question of whether extensive 
hedging or short-sdling contracts with U.S. counterparties are entered into before and 
during the Regulation S restricted period and then unwound before and during the Rule 
144 holding period, resulting in distribution, and further minimizing the financial risks of 
having to hold on to their investments for those concerned. This is contrary to the original 
intent of the S.E.C in requiring a holding period before resale in the United Sates. 
However, these underwriters interpret the restricted periods under R^;ulatk>n S *^o be 
anabgous to the Rule 144 safe harbor [holding periods] under the Securities Act**. But 
S.H C Release No. 7391 dated February 20. 1997 has already contradicted their position. 

Thus, exemption from Section 5 under Regulation S and Rule 144(A) becomes a ficense 
for these underwriters to evade compliance and disclosure that mi^t otherwise can into 
question the special or ^insider** arrangements they have made with the management of the 
various Chinese state corporations, leading to possible breaches of Rule 10b-5(b), Section 
12 (2) and Section 17 (a) of the federal Securities Act 

Two recent Hong Kong-listed issues with American Depositary Shares illustrate this point. 
In the cases of China Southern Airlines and Beijing Enterprises, special arrangements with 
the management result in a structure that encourages the underwriters, Goklman Sachs 
and Morgan Stanie\' respecti\^\ to take up nearh- a third of the shares and to push up 
share prkes with top Hong Kong in\*estors« such as Li Ka-shing» acting as statutory 
underwTiters, minimizing proceeds to the issuen themseK^s. Since the Chuiese state is 
the owner, the issue price is apparently not a management concern: a surging siare price 
could boost management pay packages and the resale margin of these underwriters to U.S. 
institutions under Regulation S and Rule 144(AX in priN-ate sales without open market 
tests: Howie\^. "tree-riding" b>* these underwriters in concert with a management 
concerned onN with its own r em un er a tion catts into question not onK the standar d of 
corporate governance in the Peopies Repubhc of Chm* and Hc«ig Kong: but artifidal 
price aipfvft and other massive price-rammin$ tactKS that wtQ e\ieniualK aflect U S 
inx^stocs 4$ the pncts of these American I>epo$itar> Shan» are not based on an open 
market subject to U S reguiatKxis but on the pnces of the Shanjfhar-doated or Hong 
Kon$4bted shares. 
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It is gennane that the Insider Dealing Tribunal in Hong Kong had found Li Ka-shing to be 
culpable of ''insider trading** in 1987 but had fiuled to institute criminal deterrence against 
such acts. This material fact, morecvtr, was not disclosed in new stock offerings of 
China Southern Airlines or Beijing Enterprises to U.S, pension funds, even though 
companies controlled by Li Ka-shing are listed as substantial Corporate Investors in the 
former and Strategic Investors in the latter. This is in direct contravention to Rule 10 
b(5)b. Section 12(2), and Section 17(a) of the federal Securities Act. 

The issue is whether the uneven playing field exemplified in these foreign stock exchanges 
is being imported to U.S. capital markets through backdoor abuses of "safe harbor** 
clauses originally promulgated by the S.E.C. to prevent just that. In this instance, it is not 
only "qualified institutional investors** [i.e. pension funds] but the investing public at large 
that will be affected for they are the final destination after initial profit-taking by these 
institutions, especially when these securities will eventually be registered for trading in this 
country, by which time the underwriters will have been long gone with their hoards of 
extraordinary capital gains, and without the necessity to disclose the preliminary "insider** 
arrangements. 

We are investigating at least seven cases of Chinese securities placements with U.S. 
investors, some dating back to 1993 with two, China Southern Airiines and Beijing 
Enterprises, now actually in progress, where these problematic practices are undertaken as 
a matter of course. Given the nature of Chinese state ownership and lack of transparency 
on the multifarious forms of "asset shuffling** being practiced, the role of the underwriters 
becomes critical in upholding the standard of &ir trading and equal protection of the 
investing public that is the mandate given to the S.E.C. by the Congress of the United 
States. The issue becomes even more urgent as these underwriters are the same pedigreed 
brokerages who set the standards for investment banking on Wall Street. 

Therefore, we ask the S.E.C. to start immediate review and administrative proceedings on 
these issues at hand. Furthermore, as those claiming exemption from registration have the 
burden ofshowing its application (Stokes v.Lokken, 644 F.2d 779,784 8th Circuit 
1981), the S.E.C. should suspend exemption firom Section 5 for these seven cases of 
unregistered Chinese securities until proven otherwise. 

Sincerely, 



R.S. Montana Quon 



Ethan Gutmann 

Chief Investigator, American Investigator, Free Congress Foundation 



Paul Weyrich 

President, Free Congress Foundation 

President and COO, NET 
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PREPARED STATEMENT OF RICHARD D. WWBEB, 

Senior Policy Analyst 
Asian Studies Center of The Heritage Foundation 

November 5, 1997 

Introduction 

Mr. Chairman and distinguished Members of this Subcommittee, thank you fixr 
the privilege of appearing before you today to explore some of the national securi^ 
implications of S. 1315, a bill to create an Office of National Security at the Securi- 
ties and Exchange Commission (SEC). 

Before I begin, I must qualify my testimony. The bill bein^ considered is designed 
to address possible finanaal threats wherever they might arise. Dr. Ariel Cohen, my 
colleague at The Heritage Foundation, has identified possible threats finom the Rus- 
sian market. 

For my testimony, I would like to note that mv work at Heritap;e has focused 
largely on the national security challenges facing the United States m Asia. My re- 
cent work has pertained largely to analysis of the implications for the United States 
of China's ongoing military modernization, and the ^wing role of foreign military 
technology in that modernization. I offer for submission to the record my latest 
paper compiling weapons and systems that China has purchased finom abroad, or 
is seeking to purchase, to modernize its armed forces. 

This work relates to the issue of this hearing in that it is my intention to under- 
score the importance of creating a National Security Office for the SEC as it per- 
tains to broader American national security concerns in Asia. I do not claim to be 
an expert on the nature or extent of China's, or indeed the PLA's, possible activities 
in American or international financial markets. The activities of PLA-controlled 
companies in the Chinese and U.S. economies will be addressed in much greater de- 
tail m a Foreign Relations Committee hearing scheduled for tomorrow. On many oc- 
casions, my organization has written that expanding trade with China, promoting 
greater American exports to China, and convmcing China to open its economv tu 
more than the current level can be part of a responsible relationship with China. 
I do not believe that S. 1315 would detract firom this goal. 

However, it is also clear that China is building up its military forces and is prs- 
parins for possible conflict that may arise firom its goals of eventually securing con- 
trol of Taiwan or the South China Sea. If the activities of Chinese or PLA-controlled 
companies in U.S. financial markets could contribute to China's abiliW to fiind its 
military modernization, then the U.S. investors deserve to be warned of the dangers 
resulting from their potential transactions with certain Chinese firms. 

I would like to expand on four propositions relevant to this hearing and the bill 
under consideration. 

First, it is clear that PLA-owned or -controlled companies are a growing feature 
of China's economy, and they can be expected to be an increasing presence m finan- 
cial markets. 

Second, the profits made by PLA companies are fungible. They could benefit the 
modernization of China's armed forces. 

Third, the PLA needs increasing amounts of hard currency to fund modernization 
programs that depend on foreign weapons or military technology. 

Fourth, with added fiinding, the PIA will try to obtain technolo^ to improve its 
strategic missile systems, anathe power projections capabilities of its air and naval 
forces. 

I. The PLA's Growing Economic Role 

Under the economic reforms initiated by the late Deng Xiaoping, the People's Lib- 
eration Army was forced to generate more of its own fiinding m a market redirected 
toward greater coxnpetition. Today, the PLA's role in China's economy is becoming 
so significant that Commerce Department officials can be heard to sugp^est, partially 
in jest, that a separate accession agreement to the World Trade Orgamzation should 
be negotiated for the PLA. However, while the fact of the PLA's rapidly growing role 
in China's economy is readily discernible, it is more difficult to quanti^ its dimen- 
sions. There is a great deal of work to be done both to determine the extent of the 
PLA's economic influence and to identify PLA-related and -affiliated companies. 

Estimates of the PLA's economic impact in terms of annual revenues ranee finom 
Professor David Shambaugh's 1994 estimate of $7.5 billion ^ to PLA analyst Richard 



> David Shambaugh, (section on China] '^orld Military Ezpenditura.** SIPRI Yearbook 1994, 
(Oxford: Oxford University Press. 1994). pp. 443-444. 
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Bitzin^er's 1995 estimate of $20 billion.^ A more recent estimate by PLA analyst 
Tai Mmg Cheung puts the annual revenues of the PLA companies at $7 billion to 
$9 billion, with a profit of $480 million to $720 million.^ 

Estimates of the number of PLA-controUed or -affiliated companies range finom 
10,000 to 20,000. The migority of these companies mav just be ''suitcase" companies 
that facilitate a wide array of business but whose small size defies effective monitor- 
ing. The second lareest category of PLA-related companies appear to be farms or 
mmes affiliated with region-level military units. All of the armed services of the 
PLA — the Second Artillery missile forces, the Air Force, the Navy, and the Army — 
have related commercial enterprises. The Second Artillery's Shanhaidan Group is 
involved in the pharmaceutical industry. The Air Force operates an airline called 
United Airlines, and the Navy, as might be expected, runs a shipping company and 
a shipyard. The center for military research and development, the Commission for 
Science, Technology, and Industry for National Defense (COSTIND), runs a variety 
of companies, some of which knowingly involve dual-use civil-military technology 
like telecommunications. 

There is also a category of PIA-affiliated companies that are large diversified con- 
glomerates that increasingly rely on civilian businesses. As these companies grow, 
they seem also to shed their mihtary roots. However, the exact relationship between 
these companies and the PLA. deserves further investigation. Companies such as 
these operating in the United States include Poly, China Xinxing, 999 Group, and 
Norinco. Their U.S. -based companies tend to change rapidly, hiding finom any public 
scrutiny under layers of shell companies. 

It is perhaps these conglomerates that can be expected to become increasingly ac- 
tive in financial markets, issuing stocks and bonds to raise capital. PLA comjpanies 
can be expected increasingly to raise capital on stock markets. PLA companies are 
listed in the Hong Kong, domestic Chinese, Australian, and Canadian stock mar- 
kets. Some analysts suggest that companies under high levels of PLA control may 
not yet be active in bond markets. But this could chainge as China's bond markets 
develop. The investing public could benefit finom increasing information on the ac- 
tivities of these companies in the U.S. market. 

n. PLA Profits Are Fungible, Could Assist Military Modernisation 

Many observers note that the PLA benefits from affiHatod companies that manage 
to make profits. While operating expenses and widespread corruption consume mudi 
of the profit of PLA companies, local units are also able to increase the standard 
of living for troops by augmenting pay and improving quarters. So in a broad sense, 
money the PLA does not have to oudget for pay and living quarters can be used 
to fund the purchase of advanced military technology. In the early 1990's, products 
firom PLA companies were used in barter trade to purchase new Russian weapons. 
This trend is declining as Russia and other countries demand hard current for 
weapons sales. It also is known that foreign weapons purchases are made firom spe- 
cial Dudgets not part of the main PLA budget. Little is known about the nature of 
these budgets or the origin of their funds. It is at least plausible that PLA-controUed 
or -affiliated companies not subject to U.S. disclosure rules could raise funds finom 
U.S. or international financial markets and subsequently divert those funds to help 
purchase foreign weapons. 

m. The PLA Will Require Greater Foreign Exchange To Purchase Weapon* 

To fiind its modernization program the PLA will re<)uire much higher levels of for- 
eign exchange, as the PLA relies increasingly on foreign technology to accelerate its 
modernization. In some cases, China seeks one or a few examples of a weapons sys- 
tem in order to attempt to learn or copy its technology. But increasingly China is 
being forced to purchase significant numbers of weapons systems that it is unable 
to develop domestically. This is the case with advanced fighter aircraft, radar air- 
craft, antiaircraft and eround attack missiles for that aircraft, long-range transport 
aircraft, advanced surface-to-air missiles, submarines, supersonic antiship missiles, 
radar satellites, military laser systems, and strategic missile subs^tems. 

It is also noteworthy that outlays for foreipa weapons only begin with the initial 
purchase. China also has to purchase trainmg services, spare parts, and mainte- 
nance support, all of which add significantly to the life cycle cost of the weapons 
system. Again, these follow-on costs will require expenditures of foreign exchange. 



3 Richard A. Bitzinger, "China's DefeoM Budget," in Intemaiional Deferue Review, February 
1995, p. 36. _ 

>Tai Mixig Cheung, The Chinese Army't New Marching Orden: Winning On The Economic 
Battlefield, in Jorn Bromelhorster and John Frankenstein, eds. Mixed Moiivee, Uncertain Out- 
eomee, Deferue Conuereion In China, (Boulder Lynne Rienner, 1997), p. 196. 
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To purchase these weapons, China is turning primarily to Russia — which is de- 
manding more and more hard currency to pay for its military technology. The con- 
tract to purchase production rights for 200 Sukhoi Su-27 fighters may have cost 
China over $2 billion. A recent contract to purchase two Russian missile destnyyers 
reportedly cost China $800 million. Since the early 1990's, China has spent at least 
$10 billion on Russian weapons. Russia needs this mon^ not only to purchase in- 
puts from its reforming, cash-based economy, but also to fund future weapons devel- 
opment necessary to remain competitive. 

Israel is a close competitor for PLA military contracts, which Israel uses to sup- 
port its defense sector. Some Israeli systems are the best in the world, but th^ also 
are expensive. In order to purchase just one radar aircraft equipped with the Israeli 
Phalcon phased-array radar, China will spend a reported $250 million. China could 
buy 5 to 7 more. 

In the near future, European countries like France, Britain, and Italy would like 
to reenter the China arms market. According to one European business souioe, a 
factor which has delayed the phasing out of the 1989 post-Tiananmen Eunqiean 
Union arms embargo has been China's inability to pay for significant weapons pur- 
chases. Britain has relaxed the interpretation of the EU arms embareo to allow the 
sale of military airborne radar to China in mid-1996. This deal could be worth $60 
million. In late 1996, France and China reportedly discussed the sale of a then soon- 
to-be decommissioned French aircraft carrier — provided China purchased Frendi 
weapons and systems to modify and maintain the ship— potentially worth hundreds 
of millions of dollars. This deal has yet to be completed. 

IV. PLA Modernization Goals That Require Expensive Foreign Technolocy 

If the PLA had the necessary funds, it would implement modernization plans that 
are roughly discernible today. Shocked by the success of U.S. military forces in the 
Gulf War, the PLA seeks to develop areas of asymmetrical advantage to exploit per- 
ceived U.S. militarv weaknesses. For example, the U.S. military forces are heavi^ 
dependent on satellites for command, communication, and intelligence. So China is 
seeking to develop antisatellite systems as it simultaneously seeks to make greater 
use of space to support its military operations. Similarly, to counter U.S. reliance 
on large aircraft carriers to project power, China seeks much better submarines and 
difficult to counter supersomc antiship missiles. 

China's principal goal is to acouire a military capability that will enable it to 
achieve its political-diplomatic goals. A high priority for China in coming years will 
be to achieve unification with Taiwan under Bering's terms. This may require mili- 
tary forces that deter Washington from coming to Taipei's assistance, as is inferred 
in the 1989 U.S.>Taiwan Relations Act. The PLA also needs missile, air, and naval 
forces necessary to prevail in military skirmishes with Taiwan in order to compel 
Taipei to bow to Beijing's wishes in future relations. And over the long term, should 
its nationalist mindset continue, China will likely seek military forces capable of 
dominating most other Asian countries, including Japan. 

Military modernization plans by service would include: 

Second Artillery 

China is now developing two new intercontinental ballistic missiles that are capa- 
ble of reaching targets in the United States. These new ICBM's will be solid iuded 
and road mobile. Tiiis means they will be very difficult to impossible to detect. Their 
mobiUty is being assisted by the purchase of Russian strategic missile transporter 
technology. China abo may be seeking Russian ICBM technology to assist m the 
development of new missiles or the upgrade of existing ICBM's. 

China is also building a new class of medium-range ballistic missiles that eventu- 
ally could incorporate terminal guidance warheads— conferring very high accuracy 
at ranges over 1,000 miles. China is seeking to improve the accuracy of its DF-15 
short-range ballistic missiles— the kind used off Taiwan in the 1996 exercises— with 
guidance inputs from U.S. Global Positioning SateUites (GPS). In addition, China 
is expected by the U.S. Department of Defense to field a new class of long-range 
cruise missiles early in the next decade. These new cruise missiles may use Israeli 
or Russian cruise missile technology. 

China also is seeking Russian and European technology to build radar satellites 
useful for finding targets in all weather conditions and for finding naval formations- 
at sea. China also will seek greater access to commercial satellite imaging compa- 
nies that are increasing in number. And as it seeks to use space for military pur- 
poses, China also is seeking the means to deny the use of space to any adversaries. 
China is verv likely developing antisatellite and antimissile systems. Russia could 
be a source for sucn technologies. And China is known to have a great interest in 
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developing its domestic technology base in the area of military lasers. Again, Russia 
eould be a useful source for critical laser technologies. 

Air Forces 

China seeks to build a modem, all-weather interdiction air force. It seeks fighters, 
radar-control aircraft, and aerial tankers to accomplish air superiority missions near 
Taiwan or over the South China Sea. It also seeks modem, all-weather attack air- 
craft with advanced predsion-euided munitions to operate in the same areas. Such 
an air force is in part desicned to deter U.S. interference by raising the cost to U.S. 
air assets that may be used to support Taiwan. 

From Russia it has obtained the Sukhoi Su-27 fighter, one of the most capable 
fighter aircraft currently in service anywhere. Israel is helping China to develop its 
J-10 fighter with technology finom the Israeli Lavi fighter program — which was sub- 
sidized with about $1.4 biluon in U.S. military aid. Kussia and Israel have teamed 
up to sell China an advanced radar-control aircraft, and Russia is now trying to sell 
Cnina long-range aerial reftieling aircraft. China has purchased very capable air-to- 
air missiles from Russia and Israel both, and has purchased air-launched supersonic 
antiship missiles from Russia. 

Naval Forces 

China apparently is still debating the strategic merits versus the huge expense 
of purchasmg aircraft carriers. In the meantime, the PLA Nav^ is concentrating on 
improving its submarines and on obtaining better antiship missiles for its combat 
ships and subs. Again, the goal is to deter U.S. military interference by raising the 
cost to U.S. forces of intervention. 

From Russia, China has already obtained two modem Kilo-class conventional at- 
tack submarines, and bv next year likely will have four. The latter two will be of 
the advanced 636 model, which are rated by the U.S. Office of Naval Intelligence 
as extremely quiet and very difficult to detect. Tedmology from this sub may help 
China to improve its new Song-class conventional submarine. China also is reported 
now to be using Russian technology to build a new class of nuclear-powered attack 
submarines. 

Russia also is helping the Chinese Navy in the area of modem combat ships and 
supersonic antiship missiles. By the end of this decade, China may possibly have 
two Russian Soveremenniy-class missile destroyers. These are efficient and capable 
warships armed with the SS-N-22 supersonic antiship missile. Onl^ a few U.S. de- 
stroyers which are eauipped with the Aegis radar system can potentially shoot down 
the S&-N-22. All other U.S. ships, and those of our allies, are very vulnerable to 
the SS-N-22. But Russia is now marketing a lighter-weight supersonic antiship 
missile, the Yakhont. This missile is even more attractive to the Chinese than the 
SS-N-22 because it can be fitted to a larger number of existing Chinese warships. 

Conclusions 

The Chinese have an old saving that roughly translates: The marketplace is a 
battlefield." This says much about the Chinese approach to business competition. 
But it has a double meaning for this hearing. PLA-related companies in many ways 
can help prepare PLA combat forces for future battlefields. The goals of S. 1315 are 
laudable inasmuch as the proposed National Security Office for the SEC could help 
Americans decide whether to invest in companies that may be helping China aa- 
vance its military goals. There is a very clear requirement for much greater open 
source data on the extent and membership of the PLA-related economy. Perhaps 
such an office in the SEC could become a valuable resource to help guide investor 
decisions. 
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105th congress 
1st Session 



S. 1315 



To establish an Office of National Security witliin the Securities and Ejx- 
change Commission, provide for the monitoring of the extent of foreign 
involvement in United States securities maricets, financial institutions, 
and pension funds, and for other purposes. 



IN THE SENATE OF THE UNITED STATES 

October 24, 1997 

Mr. Faircloth introduced the following bill; which was read twice and 

referred to the Committee on Banking, Housing, and Urban A£fairs 



A BILL 

To establish an OfBee of National Securit^'^ ^^ithin the Securi- 
ties and Exchange Commission, provide for tlie monitor- 
ing of the extent of foreign involvement in United States 
securities markets, financial institutions, and pension 
funds, and for other purposes. 

1 Be it emwied by the Senate ami Iltmse of Representa- 

2 turn of the United States of America in Congress assembled, 

3 SECTION 1. SHORT TITLE; DEFINmONS. 

4 (a) Short Title. — This Act may be cited as the 

5 "U.S. Market Securitrv- Act of 1997'\ 

6 (h) Defimtions. — For punH)ses of tliis Act — 
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1 (1) the term ''CommisHioii'* meaim the Securi- 

2 ties and Exeluiiige Commission; 

3 (2) the term "Director" means the director of 

4 the Office of National Security estabUshed under 

5 tliis Act; 

6 (3) the term **Pederal hanking agenc}'^' has the 

7 same meaning as in section 3 of the Federal Deposit 

8 Insurance Act; 

9 (4) the term **forcign bank" has the same 

10 meaning as in section 1 of the International Bank- 

1 1 ing Act of 1978; 

12 (5) the term **OfBce" means the Office of Xa- 

13 tional Security established under this Act; 

14 (6) the term **securities laws" has the same 

15 meaning as in section 3 of the Securities Exchange 

16 Act of 1934; and 

17 (7) the term **8ecurities offering" lias the mean- 

18 ing given that term by the Conunission. 

19 SEC. 2. ESTABUSHBiIENT OF OFFICE. 

20 There is established within the Securities and Ex- 

21 change Conunission the Office of National Security. 

22 SEC. 3. DIRECTOR. 

23 The Office shall be headed by a Director, selected by 

24 the Conunission, in consultation with the appropriate com- 

25 mittees of Congress. 
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1 SEC. 4. FUNCTIONS. 

2 (a) Securities Activities op Foreign or For- 

3 eign Controlled Entities. — The functions of the Of- 

4 fiee shall be to revie^^ and monitor securities offerings by 

5 foreign governments and by any person or entity that the 

6 OfBce has reason to beheve is an agent for or is controlled, 

7 in whole or in part, directly or indirectly, by a foreign gov- 

8 emment or any pohtical subdivision of a foreign govem- 

9 ment. 

10 (b) Reports to Congress. — 

11 (1) Lv general. — The OfBce shall submit a 

12 quarterh' report to the Committees on Banking, 

13 Housing, and Urban Affairs and Foreign Relations 

14 of the Senate and the Select Committee on Intel- 

15 Ugence of the Senate, and the Committees on Bank- 

16 ing and Financial Services and International Rela- 

17 tions of tlie House of Representatives and the Per- 

18 manent Select Conmiittee on Intelligence of the 

19 House of Representatives regarding the amount of 

20 scHJurities offerings by foreign govenmients and 

21 other persons and entities described in subsection 

22 (a) that have occurred during tlic preceding quarter, 

23 or art* planned to lx» offered in the next occurring 

24 (]uarter. 

25 (2) Acx:ESSiiULir\' of information. — ^The Of- 

26 fici» may, by rule, regulation, or order, take such ae- 
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1 tion as may be necessary to collect information ncc- 

2 essaiy to complete tlie reports required under para- 

3 graph (1). 

4 (c) Notification to Chairalvn.— The Director 

5 shall promptly notifV the Chairman of the Commission of 

6 any information tliat the Director has reason to beUeve 

7 indicates a violation or possible violation of the securities 

8 laws by any person or entity described in subsection (a). 

9 SBC. S. ANNUAL REPORT BY FEDERAL BANKING AGENCIE& 

10 (a) L\ General. — Each Federal banking agenc}' 

11 shall prepare and submit to the appropriate committees 

12 of Congress an annual report regarding the number of for- 

13 eign banks operating in the United States that the agency 

14 has reason to beUeve is controlled, in whole or in part, 

15 directly or indirectly, by a foreign government or any poUt- 

16 ical subdivision of a foreign government. 

17 (b) AccESsronJTY of Lnformation. — ^The Federal 

18 banking agencies may, by rule, regulation, or order, take 

19 such action as may be necessar>' to collect information nec- 

20 essary to complete the reports required under subsection 

21 (a). 

22 SBC. 6. ANNUAL REPORT BY PENSION BENEFIT GUARANTY 

23 CORPORATION. 

24 (a) In General. — The Pension Benefit Guaranty 

25 Corporation shall prepare and submit to the appropriate 
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1 committees of Congress an annual report regarding the 

2 extent of United States pension fond assets that represent 

3 interests in any person, entity, or foreign government de- 

4 scribed in section 4(a). 

5 (b) Accessibility to Information.— The Pension 

6 Benefit Guaranty Corporation may, by rule, regulation, or 

7 order, take such action as may be necessary to collect in- 

8 formation necessary to complete the reports required 

9 under subsection (a). 

10 SEC. 7. INTERNATIONAL NEGOTIATIONa 

11 The Secretary of State and the Secretary of the 

12 Treasury are directed to enter into negotiations to con- 

13 elude agreements with other nations that are aUied with 

14 the United States, including Japan and members of the 

15 European Union, to institute in those nations reporting 

16 requirements similar to those imposed by this Act. 

17 A^thin one year from the date of enactment, the 

18 State Department and the Treasury Department shall re- 

19 port to Congress on the progress of negotiations required 

20 pursuant to this section. 

O 
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